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When strict property concepts no 
longer hold sway in our tax law, it is 
time to consider the Lehman Doctrine. 
This important trust case is the sub- 
ject of H. William Callman’s article 


ste 


next month. * * * 


“No gain or loss shall be recognized” 
are familiar words, and “securities” is a 
general term, so let’s examine the situ- 
ation of notes as securities, says Tobias 
Weiss, in his article discussing Section 
112(b) (3). * * * 
One article on voluntary disclosures 
in this magazine last year prompted 
quite a bit of official discussion of the 
subject, and now Mr. Harry T. Devine 
raises an interesting collateral question 
—what about voluntary disclosure of Editor 
the decedent’s fraud? * * * eury 5.. Shewert 
Other features of the March issue ae ee gg ool 
will include an article on community Advisory Editor 
property to end all articles on com- George T. Altman 
munity property, plus other interesting dune a ll 
and valuable tax information in the Civenieeaes Man 
regular features of Tax-Wise, Wash- M. S. Hixson 
ington Tax Talk, Tax Briefs, Tax 
Classics and Talking Shop. * * * 
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Tax=-Wise 


We Celebrate Our Birthday 


This month finds Taxes—The Tax Maga- 
zine a mature and vigorous twenty-five years 
of age. It was in February, 1923, that our 
first issue, sub nomine The National Income 
Tax Magazine, first appeared. An examina- 
tion of this early issue and subsequent 1923 
issues indicates that despite the expansion 
in regular features and in subject matter and 
marked changes in appearance and make-up 
during the years, characteristics of the adult 
publication were recognizable in the infant. 
Tax men were tax men, even then, and 
frequently the problems with which they 
were concerned were the same or similar to 
problems with which they are concerned 
today. We find in 1923 articles with such 
titles as “What Do Stock Dividends Do?”; 
“Accounting for Taxable Income on Install- 
ment Sales”; “Valuation of Inventories for 


Income Tax Purposes”; “Depreciation and 
Obsolescence”; and “The Income Tax as 
Applicable to Undistributed Profits.” These 
may be parallelled by titles from 1947 and 
1948: “Are Your Dividends Tax Free?”; 
“Installment Basis for Dealers in Personal 
Property”; “Valuation of Inventories for 
Tax Purposes”; “Declining Balance Depre- 
ciation”; and “Concepts of Section 102.” 
And certainly the question asked in the 
March, 1923 issue—‘When Will Taxes Be 
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Taxes... 
Tax People... 
Things Taxed... 


Reduced ?”—will again be asked, and per- 
haps answered, during the year to come. 


So we borrowed Shoptalker Gluick’s cake 
(January, TAXEs, page 86) and added five 
more candles. 


Who Won the World Series? 


“We thought the Yankees won the World 
Series. But we got to talking to a fellow 
who says the real winner was the Internal 
Revenue Bureau team. For instance, this 
fellow says, the. Federal admission tax on 
Series tickets comes to $356,000. Then the 
Yankee team’s players split among them 
about $207,000 (their share of the gate re- 
ceipts), and the players will give the Federal 
government about $77,000 from that in indi- 
vidual income taxes. Dodger players split 
among them about $138,000, and their in- 
come taxes on that should be about $44,000. 
Players in the second, third, and fourth place 
clubs in both leagues split about $148,000, 
and from that will come $41,000 in income 
taxes. The Yankee and Dodger corpora- 
tions split a $255,000 Series melon. That is 
hit by the 38 per cent corporation tax, giving 
the government $96,900. 


“Add up these taxes, and you have the 
U. S. Treasury’s Series share of about 


$614,000.00. 


“In addition, there is a $522,000 melon to 
be split among the American and National 
League offices and the office of the Baseball 
Commissioner (A. B. Chandler). The fellow 
couldn’t say how much the Treasury would 
get in taxes from this, but he thought it would 
get something. Then the excise taxes on the 
beer sold at the seven Series games, plus 
the income taxes paid by corporations and 
individuals who sold the beer and the pea- 
nuts, hot dogs, and souvenirs. The scalpers 
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who sold an eight-dollar Series seat for a 
hundred bucks ought to pay some pretty 
stiff individual income taxes. (Or, maybe, 
capital gains taxes?) 


“Way this fellow figured it, the Federal 
government will get from the 1947 World 
Series at least three-quarters of a million 
dollars, maybe more. That’s almost enough 
money to run the Federal government for 
eleven minutes. 


“When the Series was over, Larry Mac- 
Phail, president of the Yankees, sold his 
one-third share of the Yankee corporation 
for $2 million. His capital gains tax on that 
deal should be about $450,600, another 
Treasury gain. 


“This fellow we were talking to said he 
thought Uncle Sam should be our number 
one baseball fan.” [Quoted with permission 
of Tax Outlook.] 


Federal Tax Conference 


The University of Miami, in cooperation 
with the Institute on Federal Taxation of 
New York University, plans to cap the 
success of its two previous successful meet- 
ings with its Third Annual Conference on 
Federal Taxation, to be held April 5-9 
at the Roney Plaza Hotel, Miami Beach, 
Florida. 


J. K. Lasser, chairman of the New York 
University Institute and director of the 1948 
conference, announces that the coming meeting 
will emphasize topics of primary importance 
to anyone—attorney, accountant or busi- 
nessman—concerned with tax matters. Pre- 
supposing a basic knowledge of the Code 
and of tax problems, the planning committee 
has scheduled a program designed to give 
conferees a broader and more thorough 
grasp of the technicalities and recommended 
procedures in handling tax situations arising 
in everyday practice. The lectures will con- 
cern such topics as the establishment of new 
businesses, the review of methods of business 
operation, tax minimization, real estate 
transactions and proposals for tax legisla- 
tion, and will be followed by informal dis- 
cussion periods. 


The speakers include several contributors 
to TAxEs—The Tax Magazine: Sydney A. 
Gutkin, an attorney from Newark, New 
Jersey; Charles A. Morehead, the chairman 
of the Committee on Federal Taxation of 
the Florida State Bar Association; J. S. 


Seidman, a New York City CPA and 
attorney. 


Tax-Wise 


Registration for the full five-day session is 
$50. A single-day registration is $15. 


Importance of Reading 
Fine Print 


It is the fine print, they say, which takes 
away what is given you in display type. 
The fine print of the Connecticut sales and 
use tax form says: “Returns improperly 
signed must be returned for proper signa- 
ture, and if they are received in this office 
[State Tax Commissioner, Sales and Use 
Tax Division] after the due date the statu- 
tory penalty and interest will be imposed.” 


The penalty for perjury in Connecticut is 
six months in jail or five years in the state 
prison in a striped suit and a crew cut. 
Rhode Island doesn’t like perjurers any 
more than Connecticut likes them. ‘The 
Rhode Island statute says simply not over 
twenty years in prison. 


How Connecticut or Rhode Island might 
apply this to an out-of-state firm, is a nice 
legal question and the answer to it is a 


costly one. The point is, avoid the perjury 


penalty by accuracy and avoid the late filing 
penalty by seeing to it that the proper person 
signs the return. 


What does the fine print say on return 
forms of your state? 


Review Your Will— 
Review Your Will 


Sometimes it’s advice oft repeated but 
little heeded. A case illustrating the litiga- 
tion that can come from this failure is that 
of Piatt (California District Court of Ap- 
peals No. 13,398). Before they married, 
both Mr. and Mrs. Piatt had their own 
homes which were furnished. Mrs. Piatt 
had made a will which bequeathed her prop- 
erty to either her parents or brothers and 
sisters, depending upon who survived whom. 
After their marriage she and her husband 
lived in her house and later acquired more 
property. Upon her death it was found that 
the marriage voided the prenuptial will. Un- 
der California community property law one- 
half of the community property went to the 
husband and the other half also in the ab- 
sence of a testamentary disposition of it. 
The surviving brothers and sisters could not 
claim under an invalid will; since there was 
no valid will existing, all of the property 
belonged to the husband. 
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Checking Addition by Subtraction 


For those tax accountants who do not 
happen to have an abacus handy about 
March 15, Harry Reich, an accountant in 
New York City, offers a suggestion for 
checking the accuracy of the arithmetic on 
the client’s return.* It is done by subtrac- 
tion with the use of the chart worked out 
by Mr. Reich. Anyone familiar with arith- 
metic knows that proving a problem by 
going over the same operation is not satis- 
factory since the same errors may be re- 
peated. With the use of the table below all 
you need do is solve the formula opposite 
your income tax bracket. 

If you have any interest exempt from the 
aormal tax, subtract 2.85 per cent of the 
amount of such interest from the result of 
the formula to arrive at your total tax. 


Examples: 


1. Assume a net income (line 3, page 3, 
Form 1040) of $4,650.29 and three exemp- 
tions listed at line 1, page 1. The remain- 
ing income (line 5, page 3, Form 1040), is, 
therefore, $3,150.29 ($4,650.29 minus $1,500). 

To check the tax computation, use the 
formula in the $2,000 to $4,000 bracket: 20.9 
per cent of the amount on line 5 minus $38. 
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If the income on line 5, 
page 3, Form 1040 
is 


over But not over 
$ 0 $ 2,000 19.00% 
2,000 4,000 20.90% 
4,000 6,000 24.70% 
6,000 8,000 28.50% 
8,000 10,000 32.30% 
10,000 12,000 36.10% 
12,000 14,000 40.85% 
14,000 16,000 44.65% 
16,000 18,000 47.50% 
18,000 20,000 50.35% 
20,000 22,000 53.20% 
22,000 26,000 56.05% 
26,000 32,000 58.90% 
32,000 38,000 61.75% 
38,000 44,000 65.55% 
44,000 50,000 68.40% 
50,000 60,000 71.25% 
60,000 70,000 74.10% 
70,000 80,000 76.95% 
80,000 90,000 79.80% 
90,000 100,000 82.65% 
100,000 150,000 84.55% 
150,000 200,000 85.50% 
200,000 = 86.45% 


20.9 per cent of $3,150.29 equals. . $658.41 


BUENOS 5 GiRSs Beek eS Po oe 38.00 
Total income tax as it should be 
shown at line 8, page 3, Form 
| Rae AS ree E AT IE $620.41 





2. Net income of $11,416.24 and four ex- 
emptions result in an income on line 5 of 
$9,416.24. The formula in the $8,000 to 
$10,000 bracket reads 32.3 per cent of the 
amount on line 5 minus $722. 


32.3 per cent of $9,416.24 equals. $3,041.45 
Deeee sete eee 722.00 
Total income tax ....... .. .$2,319.45 


3. Proof of computation on sample filled- 
in return on long Form 1040: 

Income on line 5, page 3, of the tax return 
is $3,964.55. According to the table, the 
formula 20.9 per cent of the amount on line 
5 minus $38 should equal the net tax. 


20.9 per cent of $3,964.55 equals. . .$828.59 
Subtract ioe Gee 





.. . .$790.59 


Total tax, per tax return.... 








Total income tax on line 8, 
page 3, Form 1040 
is 


of Amount on line 5 minus $ 0 
“ “ ae “ oe “ce 38 
“ " S = Ss 190 
2 a ae: ee 418 
a " i 2S Ee 722 

_ ae ak . 1,102 
1,672 
2,204 
2,660 
3173 
3,743 
4,370 
5,111 
6,023 
7,467 
8,721 
<< s 10,146 
oan 11,856 
a 13,851 
16,131 
: 18,696 
20,596 
22,021 
23,921 


* How to Prove Your Tax Computation—Au- Copyright by Authentic Publications, New York. 
thentic Guide to Income Tax, by Harry Reich, 
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NAR eM GPAREMI POH 


Proposed Legislation 


Increases 
Budget by $5,700,000,000 


Washington Tax Talk 





Our Cover 


If we may be permitted to paraphrase the 
oft-quoted Dobson case, the Excess Profits 
Tax Council was formed as the “exchequer” 
of excess profits tax refunds. Mr. Hamel, 
who organized the Council, recently re- 
signed—he said at the time he undertook 
the task, that he would serve only a year 
or two. (TAxes—The Tax Magazine, August, 
1946—“The Man with the $8,000,000,000 
Question.”) His resignation permits Henry 
J. Merry to step into his place as chair- 
man of the Council. Mr. Merry has been a 
member of the Council since its inception. 
Previous to taking that job, he had had 
some government experience when he was 
in the Chief Counsel’s Office for three years 
prior to 1944. He is both a certified public 
accountant and an attorney. 


Mr. Merry takes a practical man’s view 
of his new job and the functions of the 
Council. Fundamentals will be emphasized, 
he points out, in the following statement 
made to us just before going to press. 


“Perhaps the most significant develop- 
ment arising from the experience of the Ex- 
cess Profits Tax Council in its administra- 
tion of section 722 of the Internal Revenue 
Code has been the realization that prac- 
tically every application for relief has unique 
features that are of sufficient importance to 
make it advisable, if not necessary, to con- 
sider each case as a special problem. At- 
tempts by the Council to deal with claims by 
groups have been few in number and even 
these have proved largely unsatisfactory. In 
fact, attempts to employ findings in one 
case as precedents in dealing with other 
claims have not been as fruitful as might 
be expected. 


“This development in the administrative 
problem presented by the several thousand 
section 722 claims is indicated by the inter- 
pretative rulings which have taken the form 


Washington Tax Talk 


of illustrative case determinations. Rulings 
of this nature appear to have been most 
helpful and the issuance of more such rulings 
may be expected to continue for some time. 
Such a program is consistent with the under- 
lying characteristics of section 722. That 
general excess profits tax relief provision 
was enacted to care for cases which would 
not fit into the general pattern and whose 
elements could not be foreseen with partic- 
ularity at the time the statute was drafted 
It is fitting, accordingly, that flexibility in 
the interpretation and application be re- 
tained until the last claimant has received 
Council consideration. 


“At the same time, there has been an in- 

creasing Council emphasis on fundamental 
principles. Especially important in this re- 
gard are: First, in determining eligibility for 
relief, the stress has shifted to the inade-. 

quacy of the average base period net income 
as a standard of normal earnings with <« 
corresponding de-emphasizing of the tech- 
nical niceties of the so-called qualifying 
factors. Second, the determination of a con 

structive average base period net income is 
considered not to be a mere matter of ad- 
justing average base period net income for 
the effect of the qualifying factor but rather 
to be a complete appraisal—or re-appraisal— 
of the base period earnings standard of the 
claimant and the appraisal is independent oi 
the methods governing the computation of 
average base period net income. Third, 
whatever the qualifying factor, the use of a 
base period in determining a standard of 
earnings requires that the entire base period 
reflect changes of a relatively permanent 
nature which occurred prior to the end of 
the year 1939 in the internal and externa) 
operating conditions affecting the claimant’s 
business. Relative permanence is deter- 
mined, of course, with respect to conditions 
characteristic of the period 1936 through - 
1939. What actually occurred after 1939 is 
irrelevant. 
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“This concern with fundamental principles 
and the recognition that section 722 deter- 
minations involve considerable discretion 
has not resulted in the abandonment of 
accounting and statistical methods in deter- 
mining constructive average base period net 
income. The use of such methods is one of 
the important guides in arriving at a con- 
clusion and helps to assure a careful exercise 
of discretion. : 


“The fundamental principles form the 
basis of the determination in each case and 
on that foundation hypothetical case rulings 
will be issued. They will form an illustrative 
rather than a mandatory pattern of the 
methods to be used in dealing with the 
merits of applications for relief.” 


The Budget 


The President submitted his budget to 
Congress for the fiscal year 1949 on January 
12. It asks for $39,669 million. If it were 
not for the program of aid to Europe and 
certain expanded social programs here at 
home, this budget, says the President, might 
well have been in the neighborhood of $34 
billion. The requested amount will be less 
than the expected revenue in the fiscal year 
1949 thus permitting a payment of some 
amount on the national debt. 


The money (in millions) will go: 


National defense $11,025 
International affairs and finance 7,009 
Veterans’ services and benefits 6,102 
Social welfare, health and security 2,028 
Housing and community facilities 38 
Education and general research... 387 


Agriculture and = agricultural re- 
sources ...... 906 


Natural resources 1,626 
Transportation and communication. 1,646 
Finance, commerce and industry 190 
I oes oon edn ; 116 
General government 1,157 
Interest on public debt 5,250 
Refunds of receipts . 1,990 


Reserve for contingencies 200 
Adjustment to daily Treasury state- 
ment basis 


$39,669 


Where the money will come’from is shown 
in the chart on the opposite page. 





Total 


More on Tax Plans 


In the last two issues, this column has 
reported objectively on tax plans. The re- 
ports have been concerned not so much 
with individual plans, as with the groups 


represented by the plans. 


First, there was 
the Magill Report, a semi-official report 
representing the views of the Congressional 
segment; next was the combination of the 
N. A. M., Machinery and Allied Products 
Institute and the recommendation of the 


Committee on Economic Development, 
Now, to continue objectively, let’s take a 
look at the minority report of the Magill 
Committee. 


Mathew Woll, of the American Federa- 
tion of Labor, was a member of the Special 
Tax Study Committee, but he did not concur 
in the majority report of this group, and 
issued a separate minority report. This 
was prepared in collaboration with Arthur 
Elder, who attended the meetings of the 
committee in the absence of Mr. Woll. 
“T issued this minority report in the belief 
that the adoption of the majority report and 
the implementation of their recommenda- 
tions by Congress would be contrary to the 
best interests of the nation and the welfare 
of the people.” 


Mr. Woll’s and Mr. Elder’s primary con- 
cern is for the low income group, and their 
chief criticism of the majority report is its 
alleged partisan interest for those in the 
higher income groups. Tax reduction for 
their group, according to the minority report, 
should be on the basis of strengthening its 
purchasing power. (Apparently they hold 
little brief for the suggestion that tax reduc- 
tion is inflationary.) Strengthen, say Messrs. 
Woll and Elder, the purchasing power of 
the group by either decreasing the rates now 
in force or increasing the personal exemp- 
tions. What are the low income groups? 
Married people whose gross income is below 
$3,000 and single persons whose gross in- 
come is below $1,500. 


The need for corporate tax reduction is 
not imminent. Later, perhaps, “when busi- 
ness profits, needs for capital investment 
and general business conditions combine 
(this could be called a depression period) 
to indicate the need for a decrease in corpo- 
rate income tax, proposals should be con- 
sidered on their merits... . 


“In summary, therefore, I dissent from 
the introductory portion of the report of 
the majority of the members of the Special 
Tax Study Committee for the following 
reasons: 


“1. While disclaiming any intent to make 
any major recommendations it actually pro- 
poses a major change in Federal tax policy 
by urging increased dependence on con- 
sumption taxes and decreased reliance on 
taxes on individual and corporate income. 
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“2. The general nature of the recom- 
mendations regarding the manner in which 
income-tax reductions should take place 
gives no information as to how in order of 
priority the committee majority intends 
such reductions to take place. 


“However, the strong emphasis in the 
introductory statement on the need for en- 
couraging initiative and investment capital 
together with the proposal to reduce the tax 
on corporate income, definitely suggests 
that the major concern of the committee 
majority is to place priority on relieving 
middle and upper bracket incomes. 

“This conclusion can only be strengthened 
by considering the accompanying recom- 
mendation of the committee majority which 
proposes continuing and extending the 
excise tax structure. Such a proposal if 
adopted would constitute an unfair and 
capricious burden on consumers and busi- 
nessmen alike. It would be a step in the 
direction of a Federal sales tax which Pro- 
fessor Seligman has appraised as follows: 


“*The sales tax constitutes the last resort 
of countries which find themselves in such 


fiscal difficulties that they must subordinate 
all other principles of taxation to that of 
adequacy.’ 


“3. Taken in combination, the proposals 
favored by the committee majority would, if 
enacted, shift the tax load from those more 
able, to those less able, to bear the burden. 
This conclusion is still further strengthened 
by considering the technical amendments 
proposed by the committee majority. My 
views concerning these amendments are 
outlined in the succeeding section.” 


The authors of the minority report have 
little or no patience for the much publicized 
community property tax inequity: ‘Two 
simple methods of achieving this result [tax 
equality] are available. One method is 
mandatory joint returns for all married peo- 
ple, with an adjustment of rates. The other 
method is legislation preventing income 
splitting in the community-property states. 
Either of these recommendations would 
produce tax equalization without tax re- 
duction for the higher income groups. The 
decisions of the Supreme Court make it 


BUDGET RECEIPTS BY SOURCE 


Based on Existing Legislation 
BILLIONS OF DOLLARS -1949 & 1948 Estimated 


Oo 
FISCAL YEARS 


1949 
Direct Taxes on 1948 7 
INDIVIDUALS 1947 [7 
1940 Vy 
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Direct Toxes on 1948 77/77 
CORPORATIONS 1947 


EXCISE TAXES 


Miscellaneous 
RECEIPTS 


CUSTOMS & 
OTHER TAXES 


1 
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BILLIONS OF DOLLARS 


Source: President’s Budget Message for 1949 
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abundantly clear that neither method raises 
any constitutional problems.” 


Nor does this other highly publicized 
inequality—double taxation—activate their 
lachrymal glands 


“The majority complain that double taxa- 
tion is imposed upon corporate income—the 
corporation pays income tax on its earnings 
and the stockholders on dividends. They 
recommend that the stockholder be relieved 
from this supposedly intolerable burden by 
granting the stockholder a credit against his 
own tax for the tax paid by the corporation 
with respect to his dividend. 


The reason given is specious. 


“The majority state contrary to fact that, 
‘This is the only situation in which the same 
income is taxed twice, not once.’ Space 
does not permit a complete recital of the 
situations in which income is taxed twice 
in the same sense that dividends are now 
taxed twice. In many States every dollar 
an individual spends for food and clothing 
—almost everything purchased at retail— 
is subject to a sales tax. Many States im- 
pose income taxes on the same income, 
corporate and individual, which is taxed by 


___ iilleanaaa e EEE CTE e? BA EEE tere Ee 


Present Exemptions Compared with 1939 Exemptions Adjusted 
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the Federal Government. Federal excises 
on transportation, amusements, liquor, gaso- 
line, and other items reveal the same story. 
If double taxation is such an unmitigated 
evil, it should be removed wherever it ap- 
pears. Of course, the ready answer is that 
the majority are interested in double taxa- 
tion only when it impinges on the relatively few 
individuals who enjoy substantial income 
from corporate dividends. 


““The implicit legal basis for their pro- 
posal is that a stockholder is really a part- 
ner in a business enterprise. In other words, 
the corporation is a mere fiction which the 
tax laws should disregard. Naturally, even 
the majority do not take this view very 
seriously. Otherwise they would suggest 
the end of the. lower tax rates which cor- 
porations now enjoy and the handy device 
of parking earnings in a corporation until 
tax rates or individual losses make it wise 
to distribute. 


“The objections to the legal theory which 
the majority temporarily embrace are even 
more fundamental. The manifold advan- 
tages of limited liability, perpetual existence, 
convenient exchange of ownership, not to 
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mention the lucrative tax advantages of in- 
corporation, fully justify the corporate tax 
on earnings in addition to the stockholder’s 
individual tax on dividends. If this is 
double taxation which is peculiarly different 
from other double taxation, it wisely recog- 
nizes that unearned income should be taxed 
more heavily than earned income.” 


Specific Recommendations 


All is not disagreement, however. The 
minority and the majority are in agree- 
ment on two well-established issues—that 
of carry-forwards, and the treatment of 
capital gain from the sale of a residence. 


“It is proposed that business be given 
a 7-year carry-forward of losses and that 
the carry-back of losses be eliminated. This 
suggestion is one of the very few recom- 
mendations which deserves recognition by 
the Congress. The carry-forward principle 
should be extended for the benefit of in- 
dividuals in the low income groups. For 
example there should be a carry-forward of 
the personal exemptions to the extent that 
they are not used in a particular taxable 
year because of insufficient income. ... The 
recommendation of the majority that gain 
from the sale of a personal residence be 
exempt from tax to the extent that the 
taxpayer invests the proceeds in another 
residence . . . [is sound]. A good deal of hard- 
ship has been suffered by those who were 
forced to sell one house and buy another 
for which they had to pay as much or more 
than they received for the old house. The 
recommendation to exempt the portion of 
the proceeds required to buy the new resi- 
dence would afford relief from this hardship 
and should not lead to serious tax avoid- 
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ance. Accordingly the majority’s recom- 
mendation should be considered.” 


Mr. Woll makes the following specific 
recommendations for changes in the income, 
excise, estate and gift tax sections of the 
law: 


“1. Increase in exemptions.—In 1939 the 
personal exemption was $1,000 for a single 
person, $2,500 for a married ‘person or head 
of a family, and a credit of $400 was allowed 
for each dependent. Today a per capita 
exemption of $500 is allowed. The result 
has been to increase the number of tax- 
payers with incomes of less than $5,000 from 
somewhat less than 4 millions in 1939 to 
more than 46 millions in 1947. Moreover, 
these 46 millions of taxpayer have seen the 
cost of living skyrocket beyond the 1939 
levels. It seems only fair, therefore, in re- 
ducing taxes to provide maximum relief to 
this sorely pressed group. 


“The present exemption of $500 results 
in taxing income needed by persons in the 
lower-income brackets to provide the bare 
necessities of life under present inflationary 
conditions, 


“Increasing the personal exemption is the 
only satisfactory remedy. In order to limit 
such relief to those individuals with greatest 
need it might be advisable to confine the 
increase in exemptions to persons with in- 
comes of less than $3,000. There is prece- 
dent for such action. In the Revenue Act 
of 1921, the first tax-reduction bill after 
World War I, the personal exemption of a 
head of a family or a married person living 
with husband or wife was increased from 
$2,000 to $2,500, if the net income did not 
exceed $5,000, while the credit for depend- 


(Continued on page 165) 
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FEDERAL INCOME TAXES 


on 


Foreign Transactions and Foreign Persons 


By PAUL D. SEGHERS 


fet TREMENDOUS RISE in the vol- 
ume of foreign commerce of the United 
States in recent years, and the great increase 
in activities of our citizens abroad and of 
foreign citizens in this country, render in- 
creasingly important the subject of federal 
taxes on income arising from transactions 
of such persons and corporations. 


The provisions of the Internal Revenue 
Code specifically intended to apply to trans- 
actions between persons in this country and 
citizens and corporations of all countries of 
the world other than the United States are, 
of course, numerous and complex. In many 
respects the federal income tax law applica- 
ble to such transactions is more intricate 
than the general rules applicable to the usual 
types of United States citizens and corpo- 
rations, while almost all the provisions ap- 
plicable to the latter may, in given instances, 
likewise affect the determination of taxable 
income and tax liability from such foreign 
transactions. 

This article is intended to give a general 
picture of the federal income tax law ap- 
plicable to transactions involving foreign 
persons (both individuals and corporations) 
and to discuss some of the more important 
problems encountered in these transactions. 
Each of the subdivisions of the general sub- 
ject could easily be expanded many times 
its present length, and a number of other 


important aspects of the subject are only 
briefly mentioned. It is hoped, however, 
that the treatment is sufficiently comprehen- 
sive at least to create an awareness of the 
more important problems and to indicate 
the sources of more detailed information. 


These problems will be considered under 
the following headings: 


I. Methods of computing United States 
income tax liability of different classes of 
domestic and foreign taxpayers. 


II. Exemptions and tax benefits extended 
to special classes of United States corpora- 
tions engaged in foreign trade. 


III. Determination of “residence” and 
“doing business” in the United States. 


IV. Determination of source and amount 
of gross and net income within and without 
the United States. 


1. METHODS OF COMPUTING 
INCOME TAX LIABILITY 


The first consideration in determining the 
United States income tax consequences ol 
any actual or contemplated transaction in- 
volving foreign individuals or corporations 
is to determine the classification of the tax- 
able entity that derives income from the 
transaction. The next step is to determine 
how the kind of income in question is tax- 
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accountants in New York City. 


“Manufacturers Can Get Relief,” 


able under United States law. These two 
subjects are considered first by summarizing 
the various classes of taxpayers and then by 
describing in detail the methods and rates to 
be used in computing the tax on the income 
of each of these classes. 


There are at least twenty-nine classes of 
taxpayers, each of which, under the provi- 
sions of the Internal Revenue Code,’ is en- 
titled to receive different treatment with 
respect to one or more of the following 
factors in computing the liability for federal 
income taxes. These factors are: 


1. What items are excluded, in whole or 
in part, from gross income subject to tax. 

2. To what extent deductions are allowed. 

3. What credits are allowed in the com- 
putation of the tax. 

4. What rates are to be used in comput- 
ing the tax. 

5. To what extent credit may be taken 
for foreign income taxes. 


It is important to remember that the gen- 
eral rules for the application of these factors 
to each of the twenty-nine classes of tax- 
payers are superseded by the provisions of 
the tax conventions between the United 
States and certain foreign countries, wher- 
ever applicable because of the citizenship or 
residence of the parties or the source of the 
income. Hence, in determining the federal 
income tax effect of any transaction involv- 
ing a citizen, resident or foreign corporation 
of any of those countries, the provisions of 
the tax convention relating to that country 
should be carefully examined to determine 
whether they modify the general rules 
otherwise applicable. 


U. S$. Corporations in General 


\ United States corporation must, as a 
general rule, include in its gross income, for 





‘ Footnote 1 and all following footnotes appear 
on p. 122. 
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Mr. Seghers heads his own firm of certified public 
He is well known 
to the readers of this magazine through his articles 
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with Section 721, and “Accelerated Depreciation” 


the purpose of computing the net income 
subject to United States income tax, all of 
its income, whether derived from sources 
within or without the United States. Any 
income taxes paid by the corporation to 
foreign countries may be claimed by it either 
as deductions or as a credit against its 
United States income tax, and, under certain 
conditions, it may likewise claim credit for 
such taxes paid by its foreign subsidiaries.’ 

The usual United States corporation is 
subject to a normal tax and a surtax on its 
normal tax net income and its surtax net 
income, respectively. 

United States corporations may be sub- 
ject also to a penalty tax*® for improper ac- 
cumulation of surplus, if found to have been 
formed or availed of to prevent the imposi- 
tion of the surtax upon its shareholders. 


Special Types of U. S. Corporations 


The Internal Revenue Code recognizes 
special types of United States corporations 
engaged in carrying on foreign trade in cer- 
tain areas: Western Hemisphere trade cor- 
porations, Section 251 corporations (engaged 
in trading with United States possessions) 
and China Trade Act corporations. Each of 
these types must meet certain statutory re- 
quirements in order to obtain the intended 
tax advantage. A detailed discussion of the 
status of these special corporations for 
United States income tax purposes is pre- 
sented later in this article. 

The special rules for computing the tax on 
the income of these special classes of United 
States corporations are as follows: 

Western Hemisphere trade corporations 
are subject only to the normal tax and are 
exempt from the corporation surtax.* 

Domestic corporations trading with United 
States possessions, of the type described in 
Section 251 of the Code, are subject to the 
same normal and surtax rates as other do- 
mestic corporations.’ These rates, however, 


10S 








are applied only to income from sources 
within the United States.® 

China Trade Act corporations are subject 
to the same normal and surtax rates as 
domestic corporations, but this type of cor- 
poration is allowed to deduct from net income 
a credit for “special dividends” declared.’ 


U. S. Citizens 


1. Resident in United States: A United 
States citizen who is a resident of the United 
States for any part of the taxable year is 
subject to United States tax on his income 
from whatever source derived. United States 
citizens have the option to take as deductions or 
as credit against their United States income 
taxes, foreign income taxes paid or accrued. 


2. Resident of foreign country: If a citizen 
of the United States is a bona fide resident 
of a foreign country or countries for the 
entire taxable year, all his earned income for 
that year is exempt from United States tax.® 
Such a citizen is not allowed any deductions 
properly allocable to or chargeable against 
this excluded income. 


3. Government employees: The foregoing 
exemption does not apply to United States 
citizens who are employees of the United 
States, or of any agency of the United States.® 


4. Owners of stock of foreign personal 
holding company: The Joint Committee on 
Tax Evasion and Avoidance reported, in 
1937, that foreign personal holding com- 
panies were being widely used as a means of 
tax avoidance.” These companies, organized 
in foreign countries where income taxes 
were low or nonexistent, could accumulate 
income and enable American stockholders to 
avoid United States income tax. Since the 
foreign corporations themselves were out- 
side the reach of the United States Govern- 
ment, Congress had to devise a new 
technique to meet this situation. This was 
accomplished by including in the tax law a 
provision that the undistributed net income of a 
foreign personal holding company ™ is taxable 
as though it had been distributed as a dividend, 
and that each shareholder who is a resident or 
citizen of the United States is required to 
include his proportionate share of such income 
in his gross income subject to tax.” 


A foreign corporation is classed as a for- 
eign personal holding company if two con- 
ditions are present: ™ first, if sixty per cent 
of its gross income for the taxable year (or 
fifty per cent if the corporation has previ- 
ously been held to be a foreign personal 
holding company) is of the type described 
in the Internal Revenue Code as “foreign 
personal holding company income”;™ sec- 





ond, if “at any time during the taxable year 
more than 50 per centum in value of its out- 
standing stock is owned, directly or indi- 
rectly, by or for not more than five individuals 
who are citizens or residents of the United 
States.” * Although the income of such a 
corporation may not be directly subject to 
United States income tax, an equivalent ef- 
fect is produced, for its stockholders who 


-are citizens or residents of the United States, 


by taxing such stockholders on their pro- 
rata shares of its undistributed income from 
sources within and without the United 
States.* In addition, if such a corporation 
has income from sources in the United 
States, it is subject to tax thereon to the 
same extent as any other foreign corporation. 


5. Citizens who have income from United 
States possessions: If a United States citizen 
meets the following two conditions, he will 
be taxed only on his income from sources 
within the United States: ” 


(a) If eighty per cent or more of his gross 
income for the three-year period immediately 
preceding the close of the taxable year was 
derived from sources within a possession of 
the United States; 


(b) If fifty per cent or more of his gross 
income for such period was derived from 
the active conduct of a trade or business 
within a possession of the United States either 
on his own account or as an agent or employee. 


This exemption is subject to the provision 
that income received in the United States is 
subject to tax, whether derived from sources 
within or without the United States.” 


A citizen that cannot qualify for exemp- 
tion under Section 251 may, nevertheless, 
obtain the benefit of the exemption under 
Section 116(a)* with respect to income 
earned outside the United States. 


Citizens of U. S. Possessions 


Citizens of possessions of the United 
States are subject to special income tax pro- 
visions. The tax of a citizen of the Virgin 
Islands who is not otherwise a citizen of the 
United States is determined in accordance 
with the tax laws of the United States, but 
such taxes are paid into the treasury of the 
Virgin Islands.” Citizens of all other pos- 
sessions of the United States (citizens of 
Puerto Rico, the Panama Canal Zone, Guam, 
American Samoa, Wake, Palmyra and Mid- 
way Island, and citizens of the Philippine 
Islands prior to July 4, 1946)” who are not 
otherwise citizens or residents of the United 


States are subject to United States income - 


taxes only on income derived from sources 
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within the United States. The Internal 
Revenue Code provides that residents of 
these possessions are to be treated in this 
regard substantially in the same manner as 
nonresident aliens.” 


Foreign Corporations 


Very important income tax savings are 
possible in some cases by carrying on trad- 
ing and other operations involving foreign 
persons through the use of corporations or- 
ganized under the laws of some convenient 
country in the Western Hemisphere. If the 
income is entirely from sources outside the 
United States, there is no United States 
income tax, so long as the profits are not 
withdrawn by the United States stockhold- 
ers, and no worry about the penalty surtax 
on alleged improper accumulation of sur- 
plus.” This is true even though the funds or 
other assets arising from those profits are 
in the form of United States dollars and are 
reposing safely in the United States. 


The Internal Revenue Code provides that 
deductions shall be allowed to a foreign cor- 
poration only if and to the extent that they 
are connected with income from sources 
within the United States,” and only by filing 
or causing to be filed with the Collector a 
true and accurate return of the total income 
received from all sources in the United 
States.* As will be seen below, however, 
nonresident foreign corporations are taxable 
only on fixed and determinable income from 
sources in the United States, and no deduc- 
tions are allowed such corporations. Hence, 
this provision in regard to the allowance of 
deductions is applicable only to resident 
foreign corporations. 


1. Resident: In determining the liability 
of foreign corporations for United States 
income taxes, it is necessary to distinguish 
between resident foreign corporations and 
nonresident foreign corporations. 


A resident foreign corporation is a foreign 
corporation which at any time within the 
taxable year is engaged in trade or business 
in the United States.* It is taxed on its 
taxable net income of all kinds derived from 
sources within the United States, at the maxi- 
mum normal tax rate of twenty-four per cent, 
regardless of the amount of such income.” 
Hence, it does not benefit by the lower nor- 
mal tax rates applicable to domestic corpo- 
rations having less than $50,000 income.” 
Such a foreign corporation is also subject 
to the surtax, but the rate is the same as 
for domestic corporations.” 


Both resident and nonresident foreign cor- 
porations, other than foreign personal hold- 


Foreign Transactions 


. 


ing companies, are, at least in theory, 
subject to the penalty tax on undistributed 
income if they are held to have accumulated 
such income improperly.” In the case of 
such corporations, however, the tax, if im- 


posed, applies only to income from United 
States sources.” 


2. Nonresident: A foreign corporation not 
engaged in a trade or business™ in the 
United States at any time within the taxable 
year, is classified as a nonresident foreign 
corporation.” It is subject to United States 
income tax only on its fixed or determinable 
income™ received from sources within the 
United States.* The source and amount of 
such income is to be ascertained under the 
provisions of Section 119 of the Internal 
Revenue Code.™ 

The United States income tax on a non- 
resident foreign corporation is levied at the 
rate of thirty per cent, and applies only on 
amounts received by it as fixed or determin- 
able income from sources within the United 
States.* Provision is made for withholding 
this tax at the source.” The Internal Reve- 
nue Code provides that the rate of thirty 
per cent may be reduced for a corporation 
organized under the laws of any country in 
North, Central or South America, or in the 
West Indies or Newfoundland, to such rates 
(not less than five per cent) as may be 
provided by treaty with that country.” If 
the tax liability af a nonresident foreign 
corporation is not satisfied by the withhold- 
ing of thirty per cent of its fixed or deter- 
minable income, the corporation is required 
to file a return on Form 1120 NB and to 
report the full amount of such income.” 


Bond interest, including the interest on 
“tax-free covenant” bonds, is subject to the 
same withholding rates for such corpora- 
tions as any other fixed or determinable 
income, that is, thirty per cent. In two 
situations involving “tax-free covenant” bonds 
this rate is varied: (1) if the bonds are 
issued prior to January 1, 1934, and the 
obligor assumed a tax liability not limited 
to two per cent, withholding is at two per 
cent; “ (2) if bonds were issued on or after 
January 1, 1934, and the obligor assumed a 
tax liability which might exceed 27% per 
cent, withholding is at 27% per cent.” 


3. Operators of ships: The income of a 
foreign corporation “which consists exclu- 
sively of earnings derived from the opera- 
tion of a ship or ships documented under 
the laws of a foreign country,” is exempt 
from United States income tax, provided 
that the foreign country under whose laws 
the ships are documented grants an equiva- 
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lent exemption to corporations organized 
in the United States. This exemption does 
not cover income derived from the operation 
of airplanes or airships.“ 


When ships are documented under the 
laws of a foreign country which does not 
grant an equivalent exemption, the income 
resulting from their operation between the 
United States and any foreign country is 
taxable in the same manner as other types 
of income derived from sources partly within 
and partly without the United States. The 
Regulations provide a special method for 
computing the amount of taxable income in 
such cases.“ 


A foreign country is deemed to grant an 
equivalent exemption if it imposes no in- 
come tax or if, in imposing an income tax, 
it exempts the earnings of a corporation 
organized in the United States derived from 
the operation of ships documented under the 
laws of the United States.* 


4. Foreign personal holding company: The 
income of a foreign corporation classified 
as a foreign personal holding company * is 
deemed to have been distributed to its stock- 
holders who are residents or citizens of the 
United States, and such stockholders are 
taxed on their pro-rata share of the corpo- 
ration’s undistributed income.“ In addition, 
such a foreign corporation is subject to all 
United States income taxes other than the 
penalty surtax on improper accumulation of 
surplus,“ to the same extent as any other 
foreign corporation.” 


Aliens 


In considering the classes of foreign (alien) 
individuals subject to United States income 
tax, the terms “resident” and “nonresident” 
are used. The standards used in the deter- 
mination of who is a resident or nonresident 
alien individual, however, are quite different 
from those applicable in determining whether 
a foreign corporation is resident or non- 
resident. The classification of an alien as a 
resident requires his actual presence in the 
United States, with an intention of remain- 
ing—merely doing business in the United 
States is not enough. Nonresident aliens 
are subdivided into two groups: those en- 
gaged in business in the United States, and 
those not engaged in business in the United 
States. There is no similar segregation of 
nonresident foreign corporations, which, by 
definition, are those not engaged in business 
in the United States. 


1. Resident: A resident alien who is not 
an employee of a foreign government is 


subject to the same taxes in the same man- 
ner and at the same rates as a citizen of the 
United States.” Thus, the entire income of 
such an individual, whether derived from 
within or without the United States, is sub- 
ject to United States income tax." If a 
resident alien is employed by a foreign gov- 
ernment or an international organization, 
he is accorded special tax treatment.” 


2. Nonresident engaged in business in United 
States: If an alien is a nonresident, the 
computation of his liability for United States 
federal income taxes will depend upon whether 
or not he is engaged in a trade or business 
in the United States. If a nonresident alien 
is engaged in a trade or business in the 
United States, he is taxed on all his income de- 
rived from sources within the United States.” 
The Commissioner gives a broad interpre- 
tation to the phrase “engaged in trade or 
business in the United States” in order to 
reduce to a minimum the possibility of per- 
mitting income derived from sources in the 
United States to escape the United States 
income tax. A nonresident alien is deemed 
to be engaged in business in the United 
States if a partnership of which he is a 
member is so engaged.™ 


If a nonresident alien is subject to tax on 
all his income from sources within the United 
States, he is allowed certain deductions in 
computing his net income™ subject to tax, 
but: 


(a) Only to the extent that they are con- 
nected with income from within the United 
States;® and 


(b) Only by filing or causing to be filed 
with the Collector a true and accurate return 
of his total income received from all sources 
in the United States, in the manner pre- 
scribed.”. Failure to file such return in the 
manner prescribed in the Regulations may 
result in the loss of the right to deductions 
to which such a nonresident alien taxpayer 
would otherwise be entitled.™ 


Such nonresident aliens who are residents 
of Canada or Mexico may claim credit in 
the same manner as a citizen for the exemp- 
tions allowed under Section 25(b).” Resi- 
dents of all other countries are granted only 
one personal exemption of $500,” regardless 
of their marital status or the number of 
their dependents. 


3. Nonresident not engaged in business in 
United States: If a nonresident alien is not 
engaged in business in the United States 
but receives fixed or determinable income 
from sources within the United States, this 
income is subject to a United States income 
tax," and provisions are made for with- 
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holding this tax at the source.® Such in- 
come includes “interest (except interest on 
deposits with persons carrying on a banking 
business), dividends, rents, salaries, wages, 
premiums, annuities, compensations, re- 
munerations; emoluments, or other fixed or 
determinable annual or periodical gains, 
profits, and income.” ® 


The manner of computing the tax of a 
nonresident alien who is not engaged in a 
trade or business in the United States de- 
pends on whether the total of his fixed or 
determinable income from sources within 
the United States exceeds $15,400 in the 
taxable year. If such income is not more 
than $15,400, the income is taxed at a flat 
rate of thirty per cent. Provision is made 
for withholding this tax at the source.” 
As in the case of a nonresident foreign corpo- 
ration, the Internal Revenue Code provides 
that this rate may be reduced for an individual 
resident in any country in North, Central 
or South America, or in the West Indies or 
Newfoundland, to such rate (not less than 
five per cent) as may be provided by treaty 
with that country.” 

lf this fixed or determinable income ex- 
ceeds $15,400, the nonresident alien is taxed 
at the same rates as a citizen or a resident 
alien,” and is required to file an income tax 
return (on Form 1040 NB-a)® reporting 
the total tax so computed and paying the 
excess of the tax over the amount withheld 
at the source. Such tax applies, however, 
only to fixed or determinable income from 
sources within the United States,” and not 
to income of every kind from such sources. 
Like nonresidents engaged in trade or busi- 
ness in the United States, nonresident aliens 
of this class who are residents of Canada 
and Mexico are allowed the same exemp- 
tions under Code Section 25 (b) as United 
States citizens,” but residents of other coun- 
tries are limited to an exemption of $500.” 
In certain cases tax treaties with various 
countries have modified these general pro- 
visions. 

4. Nonresident operator of ships: A spe- 
cial exemption provision designed “to en- 
courage the international adoption of uniform 
tax laws affecting shipping companies, for the 
purpose of eliminating double taxation” ™ is 
contained in the Internal Revenue Code.” 
This exemption covers “the income of a 
nonresident alien individual derived from 
the operation of ships documented 
under the laws of a foreign country” en- 
gaged in transportation service between 
points in and points outside the United 
States. Just as where the income from 
such ships is received by foreign corpora- 
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tions,“ no exemption from United States 
income tax is granted unless the foreign 
country grants an equivalent exemption to 
citizens of the United States.” 


If no such equivalent exemption exists, 
the income derived from sources within the 
United States will be taxed in the same 
manner as other income of a nonresident 


alien who is engaged in business in the 
United States.” 


5. Nonresident member of partnership: 
A nonresident is considered as being en- 
gaged in trade or business in the United 
States if a partnership of which he is a 
member is so engaged.” The nonresident 
partner, however, may exclude from his 
taxable income that share of the firm’s net 
income which was derived from sources 
outside the United States.% If such a part- 


nership is not engaged in trade or business 
in the United States but has fixed or deter- 
minable income from United States sources, 
this income is subject to withholding.” 


6. Nonresident beneficiary or grantor of 
trust: The beneficiary or grantor of a trust 
is not deemed to be engaged in a trade or 
business in the United States merely be- 
cause the trustee is so engaged.” This rule 
applies regardless of whether the trust is 
revocable or irrevocable. If the trust is not 
engaged in business in the United States 
but receives fixed or determinable income 
from United States sources, the trustee is 
required to withhold the tax from the 
income before paying it to a nonresident 
beneficiary.” 


7. Employee of foreign government: The 
compensation of an alien who is an em- 
ployee of a foreign government or of the 
Philippine Commonwealth, even though 
earned in the United States, is exempt 
from United States income tax if three con- 
ditions are met: ™ 


(a) That the employee is not a citizen 
of the United States, or is a citizen of the 
Philippines (whether or not a citizen of 
the United States); 


(b) That the services performed are 
similar in character to those performed by 
employees of the United States in foreign 
countries; and 


(c) That the foreign government grants 
an equivalent exemption to employees of 
the United States. 


The compensation of an employee of an 
international organization also is exempt 
from United States federal income tax if 
the employee is not a citizen of the United 
States.™ 
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One further class of taxpayer provided 
for in the Internal Revenue Code remains 
—a foreign government which itself de- 
rives income from within the United States. 
Section 116 (c) of the Internal Revenue 
Code provides an exemption for income of 
foreign governments or international organ- 
izations derived from investments in the 
United States or from any source within 
the United States. This exemption is avail- 
able to foreign governments and _ their 
political subdivisions, but is not operative 
in the case of a corporation engaged in 
business in the United States, all the stock 
of which is owned by a foreign government. 
The income of such corporations is not 
exempt from United States income tax.™ 


ll. EXEMPTIONS AND TAX 
BENEFITS 


In order to encourage foreign trade with 
certain areas of the world, Congress has 
provided for special tax treatment for 
United States corporations that meet cer- 
tain requirements. Several references have 
already been made to these corporations— 
Western Hemisphere trade corporations, 
Section 251 corporations for trading with 
United States possessions, and China Trade 
Act corporations. 


Western Hemisphere 
Trade Corporations 


United States corporations trading in the 
Western Hemisphere were at considerable 
competitive disadvantage as compared to for- 
eign corporations because of the high United 
States income taxes. Congress, therefore, at- 
tempted to lessen this disadvantage.™ The 
method devised was to exempt from excess 
profits tax and from the corporation surtax 
the income of those corporations which met 
certain conditions prescribed in the Internal 
Revenue Code.” 

The sole advantage that a domestic cor- 
poration can now gain by qualifying as a 
Western Hemisphere trade corporation, is 
the saving in corporate surtax. On incomes 
in excess of $50,000, this type of corporation 
pays an aggregate tax of twenty-four per 
cent instead of the usual thirty-eight per 
cent, equivalent to a saving of approximately 
thirty-seven per cent of the tax otherwise 
payable. This tax saving, if obtained, 
affords great help to any corporation en- 
gaged in foreign trade. 
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A Western Hemisphere trade corpora- 
tion is allowed to claim credit for taxes 


paid to foreign countries.” A Western 
Hemisphere corporation retains all its 
privileges as a domestic corporation, and a 
domestic parent of such a corporation is 
entitled to a dividends-received credit for 
any dividends received from it. The do- 
mestic parent may, if it desires, file a con- 
solidated return with a subsidiary that is a 
Western Hemisphere trade corporation. 
The Treasury Department has ruled that 
Section 129 of the Internal Revenue Code, 
which prohibits the formation and acquisi- 
tion of a corporation for tax avoidance 
purposes, does not apply to the creation of 
a Western Hemisphere trade corporation.” 


Any domestic corporation which meets 
the requirements is classed as a Western 
Hemisphere trade corporation and entitled 
to the privilege appertaining thereto. A 
corporation desiring to be classified as a 
Western Hemisphere trade corporation 
must file certain required information with 
its tax return to permit the Bureau of In- 
ternal Revenue to rule on its claim for such 
classification.” 


The first requirement, that all business be 
done in the Western Hemisphere, is not, 
as a rule, difficult for any United States 
corporation to meet if it is not actually 
“doing business” in Europe or any country 
outside the Western Hemisphere as defined 
in Section 109, 


The second requirement, that ninety-five 
per cent of the gross income be derived 
from sources “other than sources within 
the United States,” causes the great 
problem at present. This involves the per- 
plexing question “Where was the sale 
made?” and all the present uncertainties 
which surround the answer. This problem 
is discussed in detail later in this article; 
but it is important to note that as a result 
of the conflict between the “Bureau” and 
“court” rules as to where a sale is made, 
it is difficult for a corporation making ship- 
ments of goods from the United States to 
be certain of qualifying as a Western 
Hemisphere trade corporation. 

The third requirement, that ninety per 
cent of the income must arise from the 
active conduct of a trade or business, does 
not usually involve any problem for a cor- 
poration engaged in the export trade. 


Section 251 Corporations 


A domestic corporation which receives 
income from sources within any of the 
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United States possessions may be treated 
for tax purposes in almost the same manner 
as a foreign corporation if it meets the stat- 
utory tests.” These tests are set forth in 
Section 251 (a) of the Internal Revenue 
Code as follows: 


“(1) If 80 per centum or more of [its] 
income (computed without the benefit of 
this section), for the three-year period im- 
mediately preceding the close of the tax- 
able year (or for such part of such period 
immediately preceding the close of such 
taxable year as may be applicable) was de- 
rived from sources within a possession of 
the United States; and 


“(2) If, in the case of such corporation, 
30 per centum or more of its gross income 
(computed without the benefit of this sec- 
tion) for such period or such part thereof 
was derived from the active conduct of a 
trade or business within a possession of 
the United States.” 


If these conditions are met, the corpora- 
tion need include in its gross income (for 
federal income tax purposes) only income 
derived from sources within the United 
States. 


The Regulations” state that for the pur- 
poses of this section, possessions of the 
United States include Puerto Rico, the 
Philippines prior to July 4, 1946, the Canal 
Zone, Guam, American Samoa, Wake and 
Midway Islands. The Virgin Islands are 
specifically excluded by the statute,” and 
Hawaii and Alaska are classed as ter- 
ritories.” 


The advantage accorded to a Section 251 
corporation is that its “gross income means 
only gross income from sources within the 
United States.” The determination of 
how much income is from sources within 
the United States is to be made under the 
principles set forth in Section 119.% Sec- 
tion 251 (h) provides one exception to this 
general rule, and states that corporations 
shall include in gross income “all amounts 
received within the United States whether 
derived from sources within or without the 
United States.” (Italics supplied.) 


Although it is a domestic corporation, a 
Section 251 corporation is treated very much 
like a foreign corporation and only income 
from United States sources is subject to 
federal income taxes and to the penalty tax 
under Section 102. 


The principal disadvantages of a Section 
251 corporation are that it is denied the 
credit for taxes paid to a foreign country ™ 
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and its domestic parent is denied the eighty- 
five per cent dividends-received credit for 
dividends received from it.” It cannot be 
included by its parent in a consolidated 
return.” 


China Trade Act Corporations 


Since the China Trade Act was passed by 
Congress in 1922,” each revenue act and 
the Code™ have carried special provisions 
with respect to corporations organized 
under this act. 


Such a corporation receives a credit 
against net income™ for an amount equal 
to that proportion of income from sources 
within China’ which the par value of its 
stock owned (1) by persons resident in 
China, the United States, or possessions of 
the United States and (2) by individual 
citizens of the United States or China 
wherever resident, bears to the total par 
value of all outstanding stock. Thus, if all 
the stock is owned by residents or citizens 
of the United States or China, the amount 
of the credit so determined will equal the 
entire income from sources within China.” 


The diminution of the tax that results 
from the above credit, however, cannot 
exceed the “special dividend” certified to 
the Commissioner by the Secretary of Com- 
merce. This “special dividend” consists 
only of payments, in proportion to their 
holdings, to those stockholders who (on the 
last day of the taxable year) were resident 
in China, the United States or possessions 
of the United States, or were individual 
citizens of the United States or of China.™ 


A disadvantage of this type of corpora- 
tion is that it receives no credit for income 
taxes paid to foreign countries.” It may 
not be included in a consolidated return.™ 
A domestic parent is not entitled to the 
dividends-received credit with respect to 
dividends paid by a China Trade Act cor- 
poration.” 


As a domestic corporation, a China Trade 
Act corporation might still be held to be 
subject to Section 102 even after credit for 
its “special dividend” if the amount of earn- 
ings it retains is deemed in excess of its 
needs. A more important consideration, 
perhaps, is that the tax benefit can be ob- 
tained only by paying this special dividend, 
which may come at a time when it would 
be disadvantageous to the owners of the 
stock if they are not exempt from tax there- 
on, under the provisions of Section 116 (f), 
by reason of residence in China. 
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Ill. ‘““RESIDENCE’’ AND 
“DOING BUSINESS” 


The liability of foreign corporations and 
alien individuals to United States income 
taxes depends upon whether they are “do- 
ing business in the United States” or are 
“resident” in the United States. 


A resident foreign corporation is one 
which at any time during the year is “en- 
gaged in trade or business within the United 
States,” 


The problem of determining when a cor- 
poration is “doing business” has been liti- 
gated in many situations with respect to 
the capital stock tax. If a corporation is 
held to be doing business for the purpose 
of determining the capital stock tax, the 
same type of activity engaged in by an 
alien or a foreign corporation would result 
in its doing business in the United States. 
The determination of whether an alien or 
a foreign corporation is carrying on or 
doing business in the United States depends 
upon the particular facts in each case.” 
The mere ownership of property and the 
receipt of income from it do not constitute 
engaging in business.“° This principle has 
been followed in those cases where the cor- 
poration did not take part in controlling the 
source of income and was used merely as 
a conduit of income. But a corporation 
organized for leasing property, collecting 
rents, and managing buildings has been 
held to be engaged in a business.“ Gen- 
erally, any activities beyond “the mere re- 
ceipt of income from property, and the 
payment of organization and administrative 
expenses incidental to the receipt and dis- 
tribution thereof,” ’ constitute engaging in 
a trade or business within the meaning of 
Section 231 (b) of the Internal Revenue 
Code. 


Section 211 (b) of the Internal Revenue 
Code™ provides, in general, that a foreign 
corporation which engages in the selling of 
stocks, securities or commodities through 
a resident broker, commission agent or 
custodian, is not by that fact considered to 
be engaged in business in the United 
States.™ 


An alien or a foreign corporation will be 
considered as engaged in trade or business 
within the United States, however, if he or 
it has an office or place of business in the 
United States for the direction of transac- 
tions with respect to commodities, or if the 
commodities are not of the type customarily 
dealt in on organized commodity exchanges. 


This provision was added by the Revenue 





Act of 1942,% which deleted the general 
reference to “an office or place of business” 
as a means of determining whether an alien 
or foreign corporation should be taxed as a 
resident or a nonresident.” 


For a foreign individual, residence im- 
plies actual presence in the United States 
with the intention of remaining. The Regu- 
lations contain the following definition of a 
resident alien: 


“An alien actually present in the United 
States who is not a mere transient or so- 
journer is a resident of the United States 
for the purpose of income tax.” *™ 


This is in contrast to the determination of 
the residence of a foreign corporation, which 
depends entirely upon whether or not it is 
engaged in trade or business in the United 
States at any time during the taxable year. 
The Regulations provide the following rules 
of evidence to determine whether an alien 
individual is a resident: 


“An alien, by reason of his alienage, is 
presumed to be a non-resident alien. Such 
presumption may be overcome .. . by 
(a) proof that the alien has filed a declara- 
tion of his intention to become a citizen of 
the United States under the naturalization 
laws, (b) proof that the alien has filed Form 
1078 or its equivalent, or (c) proof of acts 
and statements of an alien showing a definite 
intention to acquire residence in the United 
Staets or showing that his stay in the United 
States has been of such an extended nature 
as to constitute him a resident.” 


Another section of the Regulations states 
that an alien whose stay is limited to a 
definite period by the immigration laws is 
not a resident of the United States “in the 
absence of exceptional circumstances.” ™ 
The Commissioner has pointed out” that 
residence depends upon intention; many 
cases may involve such “exceptional cir- 
cumstances” because many aliens, natives of 
war-torn countries, admitted on temporary 
permits, have been granted extensions, and 
a great number of these aliens have applied 
to enter a third country in order to re- 
enter the United States. These actions 
indicate an intention to become residents 
of the United States, and these individuals 
might be classified as resident aliens. This 
same mimeograph states that residence, 
although the equivalent of domicile in in- 
heritance tax cases, is not necessarily the 
same as domicile for United States income 
tax purposes. 
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IV. SOURCE AND AMOUNT OF 
GROSS AND NET INCOME 


The phrase “income derived from 
sources within the United States,” the 
subject of Section 119, appears many times 
in the Internal Revenue Code. It is signifi- 
cant in determining the United States 
income tax liability of foreign corporations, 
nonresident aliens, Western Hemisphere 
corporations and corporations of the special 
type defined in Section 261. It is of primary 
importance, therefore, to determine the 
amount of thte income from these sources 
in the case of all such taxpayers. Similarly, 
it is necessary, for a United States corpora- 
tion or citizen claiming credit for foreign 
income tax, to determine the amount of 
income from the foreign country levying 
the tax and from all sources outside the 
United States. 


Sales of Purchased Goods 


Many of the businesses engaged in for- 
eign trade are mercantile concerns whose 
profits arise from the selling of purchased 
goods. Whether the income from such 
sales constitutes income arising (in whole 
or in part) from sources within the United 
States depends upon where these goods are 
sold. Section 119 (e) of the Internal Rev- 
enue Code states the law applicable to this 
problem.™ 


This section states rules for determining 
the source and amount of income in three 
types of situations. Sales of goods pur- 
chased by the taxpayer either in the United 
States or countries outside the United States 
(other than goods purchased in possessions 
of the United States) and “sold” in the 
United States, result in income from sources 
within the United States. The “sale” in the 
United States of goods purchased in the 
United States possessions ™ gives rise to 
income from sources partly within and 
partly without the United States, and such 
income is to be apportioned between the two 
sources. Goods purchased within or without 
the United States which are “sold” in coun- 
tries outside the United States do not give 
rise to income from sources within the 
United States.“ In each of these situations 
the problem hinges on where the goods are 
“sold”; and as will be seen the determina- 
tion, for federal income tax purposes, of just 


where the sale is made™ is a very difficult 
question. 
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Sales of Goods 
Processed by Taxpayer 


Gross income from the sale of goods 
produced or processed ™ by the taxpayer in 
one country and sold in another country 
is considered to be income from sources 
partly within each country.” If one of 
these countries is the United States, the 
income is to be apportioned between the 
United States and the other country and 
the proportion attributable to the United 
States is considered income from a source 
within the United States. 


One of the methods of making apportion- 
ment of gross income ™ between the country in 
which the goods are produced and that in 
which they are sold is to treat the goods 
as though they were sold at the factory. 
For instance, if the goods were produced 
in Cuba or Haiti and sold in the United 
States, the gross income from United States 
sources would be computed as though the 
goods had been bought from the factory at 
the fair market value at that point. If, on 
the other hand, the goods were produced 
in the United States and sold abroad, they 
would be priced as though sold at the fac- 
tory in bulk and the amount of income at- 
tributable to sources in the United States 
would be determined accordingly. 


If the goods are processed in a pos- 
session of the United States and sold in 
the United States, the price at the factory 
door may also be used in apportioning gross 
income between sources within and sources 
outside the United States.” 


Special provisions of the Regulations 
cover the apportionment of gross income 
resulting from transportation services,” 
although the taxpayer may apply to use his 
own records instead of the method pre- 
scribed.“ The apportioning of income from 
telegraph and cable services between points 
inside the United States and points outside 
the United States is also the subject of 
special provisions in the Regulations.™ 


Fixed or Determinable Income 


If the income is of a type described as 
“fixed or determinable,” * special rules 
exist for determining what portion is from 
sources within the United States. If this 
type of income is from United States 
sources, it is subject to withholding, in the 
case of nonresident foreign corporations and 
aliens, generally at the rate of thirty per 
cent.™ 
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Interest 


The source of interest is considered to be 
within the United States if paid by the 
United States or any of its political sub- 
divisions, or if paid by a resident of the 
United States, whether corporate or other- 
wise. There is an exception if the interest 
is received from a resident alien individual, 
a resident foreign corporation or a domestic 
corporation less than twenty per cent of 
whose income for the past three-year period 
is from United States sources.“ Such in- 
terest is considered not to be from sources 
within the United States. Interest on bank 
deposits within the United States is not 
considered to be income from a_ source 
within the United States if received by a 
nonresident alien or foreign corporation not 
engaged in business in the United States.™ 


If a foreign corporation holds the bonds 
of a foreign government in the United 
States, any interest received here has been 
held to be free from the United States income 
tax since it did not arise from sources within 
the United States. The same rule applies 
if the recipient is a nonresident alien.™ 


Dividends 


The source of income in the form of 
dividends depends, in general, upon the 
source of the income of the paying cor- 
poration. Dividends received from foreign 
corporations are not considered to be from 
United States sources if more than fifty 
per cent of the gross income of the cor- 
poration for the past three-year period was 
derived from sources outside the United 
‘States. This provision is quite similar to 
the provision for interest; but there is a 
further provision for dividends that if fifty 
per cent or more of gross income is from 
United States sources, the amount of the 
dividends to be considered as being from 
United States sources shall be an amount 
which bears the same ratio to dividends as 
gross income for the period derived from 
sources within the United States bears to 
the gross income from all sources. Hence, 
the determination of whether dividends are 
from a source within or without the United 
States depends upon the origin of the in- 
come from which the dividends were paid.” 


Dividends paid by a domestic corporation 
are not considered to be from a source 
within the United States if less than twenty 
per cent of the corporation’s gross income 
for the past three years is from United 
States sources. 
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Personal Services 


In general, the source of income consist- 
ing of compensation for labor or personal 
services is the place where the labor or 
services are performed, regardless of the 
residence of the payor, the place where 
the contract was made or the place of 
payment. If work is to be performed 
partly within and partly without the United 
States and no accurate segregation of com- 
pensation can be made, the Regulations 
state that an allocation is to be made on 
the basis of the time spent in the United 
States.™ 


An exception is made to this general rule 
for compensation of a nonresident alien 
temporarily present in the United States 
during the taxable year for a period, or 
periods, not exceeding ninety days. If the 
alien receives compensation in an amount 
which does not exceed $3,000, such income 
shall not be deemed to be from sources 
within the United States if the employer is 
a nonresident alien, a foreign partnership 
or a foreign corporation not engaged in a 
trade or business in the United States.” 


Rents and Royalties 


If the income is from rentals or royalties, 
the source depends upon the location of the 
property or the place of use or privilege of 
using the patents, copyrights, etc. If the 
property which produces the rental income 
is located in the United States, or if the 
royalty arises from the use of property, 
whether tangible or intangible, within the 
United States, the income is from sources 
within the United States.™ 


Real Property 


Income from the sale or other disposi- 
tion of real property is considered to be 
from sources within the United States if 
the property is located in the United 
States.” 


‘Place of Sale’ 


Whether income from the sale of goods 
is from sources within or without the 
United States depends upon the “place of 
sale.” This raises the question, “Where is 
the sale made?” The provisions of the 


Regulations on this point are extremely 
brief: ™ 


“The word ‘sold’ includes ‘exchanged’. The 
‘country’ in which ‘sold’ means the place 
where the product is marketed.” 
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The Regulations substitute the word 
“marketed” for the word “sold”; but since 
the new word is not defined, little practical 
help is given to the taxpayer who seeks 
to discover how to determine the place of 
sale. 

In 1930, the General Counsel of the 
Bureau of Internal Revenue issued a memo- 
randum*™ that states the Treasury’s position 
as to the proper rule for determining the place 
of sale. In deciding the source of income, “the 
substance of the sale is the agreement to 
sell.” In applying this principle to the 
specific case covered by that ruling, and in 
subsequent published cases, it is the Bu- 
reau’s position that the sale is made where 
the order for the goods is accepted by the 
seller. This rule, often referred to as the 
“Bureau rule” for determining the source 
of income for United States income tax 
purposes, is summarized by the Bureau as 
follows: ™ 


“The technical rule as to the passing of 
the property in the goods and the assump- 
tion of risk are not determinative of the place 
of sale and the source of income from the 
sale of goods. The essential character of 
the transaction—the contract of sale—is the 
decisive factor in determining the source of 
income.” (Italics supplied.) 


This holding of the Bureau is based on 
its interpretation of the case of Compania 
General de Tabacos de Filipinos v. Collector 
of Internal Revenue, 279 U. S. 306, decided 
the year before the issuance of G. C. M. 
8594. This is the only Supreme Court 
ruling on the subject, and is only indirectly 
in point since the case involved the mean- 
ing of the term “source within the Philip- 
pine Islands.” Because the place of sale, 
however, determined the answer to this 
question, the Supreme Court’s discussion 
of just where the sale takes place is of 
importance. 


From 1920 to 1930, the Bureau apparently 
followed the rule that the country where 
title passes is the place where the sale 
occurs.“ Nevertheless, since 1930 the Bu- 
reau has stood by its ruling that the place 
of making the contract is controlling, and 
this contract is made where the last act 
required of the seller to complete a binding 
sale occurs. This would not include mere 
ministerial acts, such as a trip to Mexico to 
sign an agreement otherwise fully agreed 
upon in the United States. 


The Bureau, however, has at least par- 
tially acquiesced in one of the court deci- 
sions which held that the sale occurs where 
title passes rather than where the contract 
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is made.“* Furthermore, 


Bureau repre- 
sentatives have at times stated in confer- 
ences with taxpayers that it must protect 
the government’s interest and have proposed 
to determine the amount of tax by reference 
to the “court” rule. 


BTA and. Court Decisions 


This “Bureau rule” has not been followed 
in the courts, and both the Tax Court of 
the United States and the Circuit Courts 
of Appeals have held consistently that the 
sale occurs where title passes. In 1934, in 
the East Coast Otl Company™ case, the 
Board of Tax Appeals gave its interpreta- 
tion of the Compania case. The Board 
specifically stated that it disagreed with the 
conclusion of G. C. M. 8594, and held that 
the Compania case “in no wise varies the 
established rule that the place where title 
passes is the place of sale.”™ Although 
the contracts in the East Coast Oil Company 
case were made in the United States, the 
oil was delivered to the buyer in Mexico (or 
in certain cases it was shipped from Mexico 
under a c.if. contract which passed title 
at the time and place of shipment), and 
the court held that since title passed in 
Mexico, the income was from a source out- 
side the United States. 


In 1941, the Board of Tax Appeals again 
considered the problem of where the sale 
was made.™ The contracts between the 
taxpayer, a corporation organized under the 
laws of Puerto Rico, and McKesson & 
Robbins, a United States corporation, pro- 
vided that “prices are cif. all Atlantic 
Seaboard and Gulf ports.” The procedure 
in each instance was for the purchaser to 
send an order to the offices of the taxpayer 
in Puerto Rico. There the order was 
crated and shipped to the purchaser under 
a negotiable bill of lading, which in most 
cases was to the order of the shipper. The 
taxpayer drew a draft on the purchaser for 
the cost of the goods, freight and insurance. 
These drafts were usually paid as soon 
as they were received,- often prior to the 
time the goods arrived. While the taxpayer 
had representatives in the United States to 
promote sales of rum, none of these repre- 
sentatives was permitted to accept any 
orders. No rum was sold for distribution 
in the United States except by McKesson 
& Robbins. 


Applying the general principles of the 
law of sales, the court held that title passed 
where the parties intended it should. A line 
of cases interpreting c.i.f. contracts holds 
that “title to the goods and risk involved 
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passes to the buyer at the point of shipment, 
provided the shipper has complied with the 
requirements set out.” In the instant case, 
the proper pattern was followed and the 
sales were held to have been consummated 
when the taxpayer prepared the orders, pro- 
cured the necessary shipping documents and 
forwarded both the goods and the docu- 
ments to the purchaser. The final acts of 
these sales—the shipment of the goods and 
forwarding of the documents—took place 
in Puerto Rico, and it was held that the 
sales were made there. Even though the 
bills of lading and insurance policies were 
made out to the shippers, the court held 
that this did not show an intention on the 
part of the shipper to retain title but was 
the usual method used to give some security 
to the buyer at the point of shipment. Since 
the whole conduct of the parties evidenced 
the intention to pass title in Puerto Rico, 
the taking of the documents in the shipper’s 
name for security purposes only was not 
considered sufficient to change the time 
when ownership customarily passes. 


To be sure that sales will be recognized 
as being made in a foreign country rather 
than in the United States, transactions 
should satisfy both the Bureau rule and 
the court rule. It would seem that in order 
to meet the Bureau test, a taxpayer must 
maintain in the foreign country in which it 
desires to make sales, a branch or repre- 
sentative with authority to sign contracts. 
If the taxpayer also makes all shipments in 
its own name to this foreign representative, 
who subsequently effects delivery to the 
buyer, such sale would appear to meet the 
requirement of the court rule that title must 
pass outside the United States for the sale 
to be made outside this country. 


Proposed Relief 


Large business organizations can afford 
to establish the foreign branches necessary 
to obtain the tax benefits that result from 


sales outside the United States. But for a 
small corporation with limited resources, or 
for any company desiring to enter the ex- 
port business on a small scale, it is ex- 
tremely difficut to qualify as a Western 
Hemisphere trade corporation. If small 
business is to compete successfully in for- 
eign trade, particularly in trade with South 
America, a change must be made in the 
rules for determining the source of income 
from sales. A proposal now under con- 
sideration would establish the rule that in- 
come from the sale of goods shipped to 
buyers in countries outside the United 
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States is to be deemed to constitute income 
derived from sources outside the United 
States. 


Another proposed change which would 
afford relief in connection with certain 
transactions is embodied in a bill introduced 
in the Ejightieth Congress, First Session 
(H. R. 4350), relating to the establishment 
of foreign trade zones in this country, such 
as those in New York and New Orleans, 
These zones are comparable to “free ports” 
in other parts of the world. In its present 
form this bill does not give tax advantages 
to United States taxpayers comparable to 
those it would afford to nonresident aliens. 
The addition of a clause has been suggested, 
providing generally that for the purpose of 
income tax laws applicable to the determi- 
nation of the extent to which income is de- 
rived from sources within or without the 
United States, the sale of merchandise in 
a free zone shall be considered a sale out- 
side the United States. This would give 
the seller of merchandise in a free zone in 
the United States the same advantage as if 
the merchandise were first shipped to some 
foreign port and then sold. 


Apportioning Deductions to Sources 


The rule for apportioning deductions is 
relatively simple: all direct expenses that 
can be directly apportioned against specific 
items of income from sources within and 
without the United States must be so ap- 
portioned; those expenses that cannot be 
directly apportioned are to be allocated, 
generally in the ratio of gross income.” 
Section 233 of the Code contains the fur- 
ther requirement that a foreign corporation, 
in order to be allowed any deductions or 
credits to which it is otherwise entitled, 
must make a full, timely and accurate tax 
return. 


The Regulations provide a method for ap- 
portioning to sources within and without 
the United States the net income from the 
sale of goods produced by the taxpayer in 
one country and sold in another. This is 
done by first deducting from the sales the 
cost of the goods sold and other directly 
related expenses, and then apportioning the 
resulting net income by applying two 
factors. Half of the net income is appor- 
tioned to sources within and without the 
United States in the ratio of the value of 
the property used in producing the income, 
and the other half of the net income is ap- 
portioned in the ratio of gross sales within 
and without the United States. Finally, a 
producer may use his own accounting 
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method in apportioning the net income from 
such sales if he can show that it reflects 
income more clearly than either of the fore- 
going arbitrary apportionment formulae 
would reflect it. 


For goods produced in a United States 
possession, one of the factors in the ap- 
portionment of deductions is the value of 
the property used in producing the income; 
the other factor is “the business of the tax- 
payer.”** The latter is defined as the sum 
of the wages, purchases of goods and ma- 
terials and supplies relating to the produc- 
tion of the property plus the gross sales. 
The purpose of these formulae is to appor- 
tion expenses that cannot otherwise be ac- 
curately applied against that part of the 
income resulting from the production of 
the goods and that part resulting from the 
sale of the goods. The use of such formulae 
affords the advantages of certainty and 
uniformity even though in some cases the 
results may lack theoretical exactness. If 
goods are purchased in a possession of the 
United States and sold in the United States, 
such a transaction is likewise considered to 
give rise to income from sources partly 
within and partly without the United States. 
The gross income from such sales may be 
apportioned in the ratio of “the business of 
the taxpayer” (as defined above), or the tax- 
payer’s own accounting method may be 
recognized if it can be shown to reflect 
income clearly.™ 


CONCLUSION 


In addition to the topics discussed herein, 
many other situations are governed by 
special provisions of the Internal Revenue 
Code applicable to transactions involving 
foreign individuals and corporations. Among 
the more important of these are the deter- 
mination of the amount of credit allowable 
for foreign income taxes, and the tax con- 
ventions now in force or being negotiated 
between the United States and certain for- 
eign countries.“ Other problems include 
the income tax effect of fluctuations in value 
of foreign currency and exchange and the 
special forms of reports and returns re- 
quired for foreign income and foreign tax- 
payers (including those required for the 
withholding of tax at the source). The 
federal income tax effects of transactions 
involving foreign persons cannot be deter- 
mined with any degree of certainty with- 
out at least an awareness of the existence 
of these special rules. With this knowledge, 
it is a relatively simple matter to go to the 
law, tax conventions, regulations, published 
rulings and court decisions for more detailed 


_information on the particular problem. 


The complex tax problems that confront 
any taxpayer engaged in foreign commerce 
are typical of the confusion that results 
from piecemeal revisions of the Internal 
Revenue Code, and emphasize the need 
for a simplification of our entire federal 
income tax structure. [The End] 


ADDENDUM 


The Chief Counsel of the Bureau of In- 
ternal Revenue has suddenly announced ™ 
the reversal of the interpretation of the 
phrase “place of sale” which the Bureau 
adopted seventeen years ago and has con- 
sistently maintained throughout half a life- 
time. : 


This sudden change of heart or mind is 
attributed by the Chief Counsel to a deci- 
sion of the Board of Tax Appeals ™ thirteen 


years ago. Surely taxpayers have a right 
to expect better treatment from the Bureau. 
If the Bureau has allowed this ruling to 
stand for the past thirteen years, are tax- 
payers now to be penalized for relying upon 
its interpretation of the law that it is 
charged with administering? The Bureau’s 
latest about-face refers to its earlier re- 
versal “of its long-standing position.” But 
it had maintained that earlier position only 
ten years, and that reversal was necessitated 
by and followed close on the heels of a 
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Supreme Court decision. This time the 
Bureau can find no change of statute or 
recent decision to justify it in repudiating 
its “long-standing position” in G. C. M. 
8594. The other decision™ referred to in 
this latest G. C. M. (25131), besides being 
stale, can be fully justified under the “Bu- 
reau rule’™ in effect from 1930 until 
recently. That rule seemed a logical in- 
terpretation of the meaning and intent of 
the words used by Congress in regard to 
the source of income from the sale of per- 
sonal property. Surely that rule was in 
harmony with the present unrevoked provi- 
sions of the Treasury Regulations ™ inter- 
preting this section of the Internal Revenue 


Code: 


“The ‘country’ in which ‘sold’ means the 
place where the product is marketed.” 

Whatever the newly announced rule may 
mean, it is not in harmony with the spirit 
of that provision of the Regulations. 
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linally—and perhaps most important— 
what does the new interpretation provide, 
and what does it mean? It is confusion 
worse confounded. Before, we had the con- 
flict between the “court rule” and the “Bu- 
reau rule” in interpreting the meaning of 
“place of sale” for the purpose of deter- 
mining the “source of income” under Sec- 
tion 119 of the Code. 


What have we now? 


1. A statement that the passage of title 
is determinative of the place of sale. 


2. An exception where title is retained 
as security. 


3. A sweeping exception that “in any 
case in which the sales transaction is ar- 
ranged in a particular manner for the pri- 
mary purpose of tax avoidance, the foregoing 
rules will not be applied.” (But no corre- 
sponding exception that would apply where 


1The United States Internal Revenue Code 
will be cited herein as I. R. C. and United 
States Treasury Regulations 111 (1943) will be 
cited as Regulations 111, both as amended to 
November 1, 1947. 

2 Sections 23(c), 31 and 131, I. R. C. 

3 Section 102, I. R. C. 

* Section 109, I. R. C. 

5 Section 251(c)(1), I. R. C. 


* The term ‘‘United States’’ as used in Section 
251 includes only the states, the Territories of 
Alaska and Hawaii, and the District of Colum- 
bia. Regulations 111, Section 29.251-4. 


7 Section 262(a) and (b), I. R. C. 


* Section 116 (a)(1), I. R. C. This exemption 
does not extend to income other than ‘‘earned 
income,”’ as defined in this section. Prior to 
amendment by the 1942 Act, a United States 
citizen who was a nonresident of the United 
States for six months during the taxable year 
was allowed the benefit of this exemption. 
Under the provision now in effect, however, it 
is necessary that the taxpayer be a bona fide 
resident of a foreign country during an entire 
taxable year in order to obtain the benefit of 
this exemption. After two full years of resi- 
dence, however, the exemption extends to the 
entire period of residence. (Section 116(a)(2), 
.. me Os) 


® This exception was added by the 1932 Reve- 
nue Act. Its apparent purpose was to take 
the exemption away from military, naval and 
marine personnel as well as from members of 
the foreign service. I. T. 3431, 1940-2 CB 228; 
S. M. 5446, V-1 CB 49. 

1 Report of Joint Committee on Tax Evasion 
and Avoidance, 75th Congress, 1st Session, p. 14 
et seq. 

” Section 331, I. R. C. 

12 Section 337(a), I. R. C. 

18 Section 331(a), I. R. C. 

4 Section 332, I. R. C. 


8 Section 333, I. R. C. 
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FOOTNOTES 


those rules would produce an inequitable 
result.) 


4. A new set of rules for determining 
the “place of sale” in all cases covered by 
the preceding exception, including, in addi- 
tion to the factors of “negotiations and 
execution of the agreement,” the new 
factors of “location of the property” and 
“place of payment.” 


It would seem that any taxpayer seeking 
to attribute income from sales to a source 
outside the United States will have trouble 
under the Bureau’s new four-pronged rule. 
It will give revenue agents support for 
finding taxable income where none exists 
under the obvious meaning of the provisions 
of Section 119 of the Internal Revenue Code 
and the Treasury’s own interpretation of 
these provisions as set forth in its Regulations. 


6 Section 337, I. R. C. 


17 Section 251(a), I. R. C.; Regulations 111, 
Section 29.251-1. 


18 Section 251(b), I. R. C.; Regulations 111, 
Section 29.251-2. 

1 Regulations 111, Section 29.252-1. 

2 T, D. 5534, dated August 28, 1946. 

21 Regulations 111, Section 29.252-1. 

22 Section 102, I. R. C. For foreign corpora- 
tions, this tax does not apply to income from 
sources outside the United States. Section 231 
(qj, 4. &. CS. 

*3 Section 232(a), I. R. C. 


*4 Section 233, I. R. C.: ‘‘A foreign corpora- 
tion shall receive the benefit of the deductions 
and credits allowed it in this chapter only by 
filing or causing to be filed with the collector 
a true and accurate return of the total income 
received from all sources in the United States, 
in the manner prescribed in this chapter; in- 
cluding therein all the information which the 
Commissioner may deem necessary for the cal- 
culation of such deductions and credits.’’ 


25 Regulations 111, Section 29.3797-8. 
26 Section 14(c)(1), I. R. C. 

27 See footnote 6. 

28 Sections 231(b) and 15, I. R. C. 

29 Section 102, I. R. C. 

80 See footnote 22. 


%1See discussion, infra, under ‘ ‘Residence’ 
and ‘Doing Business’.”’ 

® Regulations 111, Section 29.3797-8. 

33 Section 231(a), I. R. C. 

34 Section 231, I. R. C. 

% Section 232(a), I. R. C. 

% Section 231(a)(1), I. R. C. The definition 
of such income in this section includes ‘‘interest 
(except interest on deposits with persons carry- 
ing on the banking business), dividends, rents, 
salaries, wages, premiums, annuities, compensa- 
tions, remunerations, emoluments, or other fixed 





-_— «mm ah & oo 8 ao 2 a2 ad 





ible 


ing 


or determinable annual or periodical gains, 
profits and income.’ (It is obvious that the 
words used were copied from those used in 
describing income of nonresident alien individ- 
uals in Section 211(a), I. R. C.) 

31 Section 144, I. R. C. 

8 Section 231(a)(1), I. R. C. 

39 Regulations 111, Section 29.235-2. 

4 Section 143(a)(1), I. R. C. 

41 Section 143(b), I. R. C. 

# Section 231(d), I. R. C. See footnote 72. 

“1, T. 3399, 1940-2 CB 156. 

4* Regulations 111, Section 29.119-13. 


4 Section 231(d), I. R. C.; Regulations 111, 
Section 29.212-2. Thirty-three countries grant 
such equivalent exemptions. Nineteen countries 
do not grant them. 


* Regulations 111, Sections 29.331-2, 29.331-3. 

47 Section 337, I. R. C.; Regulations 111, Sec- 
tion 29.337-1. 

48 Section 102(a), I. R. C. 

* Regulations 111, Section 29.331-1. 

® Regulations 111, Section 29.211-1. 

51See further discussion of residence in this 
article. 

82 Section 116(h), I. R. C. 

88 Section 211(b), I. R. C. 

5 Section 219, I. R. C. 

5 Section 213, I. R. C. 

56 Section 213(a), I. R. C. 

5% Section 215, I. R. C. 


8 Section 215 (a), I. R. C.: ‘‘Return to Con- 
tain Information—A nonresident shall receive 
the benefit of the deductions and credits allowed 
to him in this chapter only by filing or causing 
to be filed with the collector a true and accurate 
return of his total income received from all 
sources in the United States, in the manner pre- 
scribed in this chapter; including therein all 
the information which the Commissioner may 
deem necessary for the calculation of such de- 
ductions and credits.’’ 

59 Regulations 111, Section 29.214-1(b). 

© Section 214, I. R. C. 

61 Section 211(a), I. R. C. 

® Section 143(b), I. R. C. 

8% Section 211(a)(1)(A), I. R. C. See foot- 
note 36. 

* Section 211(a)(1)(A), I. R. C. 

® Section 143(b), I. R. C. 

%® Section 211(a)(1)(A), I. R. C. 

8 Section 211(c)(3), I. R. C. But in no case 
shall the tax amount to less than thirty per 
cent. 

8% Regulations 111, Section 29.217(a) (2). 

® Section 211(c) (1), I. R. C. 

* Regulations 111, Sections 29.214-1(a) and (b). 

7 Section 214, I. R. C. 

2 Finance Committee Report No. 275, 67th 
Congress, 1st Session, p. 14. 

8 Section 212(b), I. R. C. 

% See discussion, supra, under ‘‘Foreign Cor- 
porations—Operators of Ships.’’ 

% Regulations 111, Section 29.212-2. See foot- 
note 45, supra. 

% Regulations 111, Section 29.114-13. 

™ Section 219, I. R. C.; Regulations 111, Sec- 
tion 29.219-1 (1943). 

8% Craik v. U. 8S. [40-1 ustc J 9222], 31 F. Supp. 
132 (Ct. Cls., 1940). In that case, the court 
Stated: ‘‘We are convinced that Congress in- 
tended that partnership income should be 
treated as though it had been received by the 
Partners individually. If we are correct in this, 
then this plaintiff's proportionate share of the 
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partnership income received from sources with- 
out the United States should be treated as 
though he himself had received this income di- 
rectly, and not through the conduit of the part- 
nership. If so, in computing his income, his 
proportionate share of the income from sources 
without the United States should be excluded.”’ 

® Section 143(b), I. R. C., states that fixed 
or determinable income derived from sources 
within the United States and paid to ‘‘any part- 
nership not engaged in trade or business in the 
United States and composed in whole or in 
part of nonresident aliens’’ shall be subject to 
the withholding provisions. 


8% Regulations 111, Section 29.211-7(c). 


8 Section 143(b), I. R. C.; Regulations 111, 
Section 29.143-1. 


® Section 116(h), I. R. C.; Regulations 111, 
Section 29.116-2. 


83 Section 116(h), I. R. C.; Regulations 111, 
Section 29.116-2(b). 


% I. T. 3789, 1946-1 CB 100, holds that the cor- 
porate entity is distinct from its sole stock- 
holder and the corporation cannot be allowed 
the special exemption provided by Section 116 
(c), I. R. C. This revokes an old ruling which 
had granted this exemption to the Common- 
wealth Bank of Australia, O. D. 268, 3 CB 124. 


% Section 141 of the Revenue Act of 1942 added 
Section 109 to the Internal Revenue Code; also 
Section 105 of that act amended Section 15(b), 
I. R. C. Finance Committee Report No. 1631, 
Tith Congress, 2d Session, p. 111. This provi- 


‘sion is effective for taxable years beginning 


after December 31, 1941. 


8 Section 109, I. R. C., provides that a Western 
Hemisphere trade corporation is a domestic cor- 
poration ‘‘all of whose business is done in any 
country or countries in North, Central, or South 
America, or in the West Indies, or in New- 


foundland, and which satisfies the following 
conditions: 


‘“‘(a) If 95 per centum or more of the gross 
income of such domestic corporation for the 
three-year period immediately preceding the 
close of the taxable year (or for such part of 
such period during which the corporation was 
in existence) was derived from sources other 
than sources within the United States; and 


“‘(b) If 90 per centum or more of its gross 
income for such period or such part thereof 
was derived from the active conduct of a trade 
or business.’’ 

81 Section 131, I. R. C. 

8 I. T. 3757, 1945 CB 200. 


%® Regulations 111, Section 29.109-1, state: 
‘‘Western Hemisphere trade corporations.—Un- 
der the provisions of Section 15 a domestic cor- 
poration qualifying as a Western Hemisphere 
trade corporation is exempt from the surtax im- 
posed upon corporations generally by Section 
15. To so qualify, the following tests must 
be met: 


‘‘(a) Its entire business must be carried on 
within the geographical limits of North, Cen- 
tral, or South America, or in the West Indies. 
or in Newfoundland; and 


‘*(b) 95 per cent or more of its gross income 
for the 3-year period immediately preceding 
the close of the taxable year (or for such part 
of such period during which the corporation 
was in existence) must be derived from sources 
without the United States; and 
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‘*(c) 90 per cent or more of its gross income 
for such period or such part thereof must be 
derived from the active conduct of a trade or 
business. 


“‘A domestic corporation is not excluded from 
the exemption merely because, incident to the 
conduct of its trade or business, it retains title 
in goods to insure payment for such goods 
shipped to a country outside the geographical 
areas enumerated in Section 109. 

“A corporation which claims exemption as 
a Western Hemisphere trade corporation shall 
attach to its income tax return a statement 
showing that its entire business is done in one 
or more of the designated countries, and for 
the 3-year period immediately preceding the 
close of the taxable year (or for such part 
thereof during which the corporation was in 
existence) (1) its total gross income from all 
sources, (2) the amount thereof derived from 
the active conduct of a trade or business, (3) 
a description of such trade or business and 
the facts upon which the corporation relies to 
establish that such trade or business was ac- 
tively conducted by it, and (4) the amount of 
its gross income, if any, from sources within 
the United States. The gross income from 
sources without the United States and within 
the United States shall be determined as pro- 
vided in Section 119 and the regulations pre- 
scribed thereunder.’’ 


% See ‘‘Citizens of U. S. Possessions,’’ infra, 
regarding taxation of U. S. citizens taxable 
under Section 251, I. R. C. 

% Regulations 111, Section 29.251-4. 

8 Section 251 (d), I. R. C. 

% Regulations 111, Section 29.251-4. 

% Sec, 251 (a), I. R. C. 

% Regulations 111, Section 29.251-1. 

% Sections 131 (g) and 251 (h), I. R. C. 

% Section 26 (b), I. R. C. 

£8 Section 141 (c), I. R. C. 

* 42 Statutes 849; U. S. Code, 1934 ed., Title 

, Chapter 4. 

10 Sections 261-265, I. R. C. 

101 Section 262 (a). 


12 ‘'The term ‘China’ means (1) China in- 
cluding Manchuria, Tibet, Mongolia, and any 
territory leased by China to any foreign gov- 
ernment, (2) the Crown Colony of Hong Kong, 
and (3) the province of Macao.’’ Regulations 
111, Section 29.262-3. 


108 Sales must take place in China in order 
to give rise to income from sources in that 
country. This involves all the difficulties dis- 
cussed later with respect to determining the 
place of sale. 


108 The payment of the ‘‘special dividend’’ may 
be made up to the extended date upon which 
the tax return is required pursuant to an ex- 
tension granted by the Commissioner. C. V. 
Starr & Company Federal, Inc., U. 8. A. v. 
Commissioner [39-1 ustc { 9298], 101 F. (2d) 
611 (CCA-4, 1939), rev’g. as to this issue [CCH 
Dec. 10,071] 37 BTA 1158. Previous rulings 
were that this dividend must be paid by March 
15 of the subsequent taxable year. The Cir- 
cuit Court allowed the credit when the distri- 
bution was made prior to June 15, the extended 
date for filing returns. 

15 Sections 131 (g) (2) 

106 Section 141 (e) (5). 
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and 263, I. R. C. 


107 Section 26 (b). 


108 See discussion, supra, under ‘‘Foreign Cor- 
porations—Resident.”’ 


109 Regulations 64, Article 62 (1936). These are 
capital stock regulations, but they were made 
applicable to the income tax in G. C. M. 17014, 
XV-2 CB 317 (1936). The latter memorandum 
stated: ‘‘the test of liability for income tax, ex- 
cess-profits tax, and capital stock tax, in so far 
as such taxes were based upon, or measured by, 
engaging in or doing business within the United 
States, should be identical.’’ 


110 McCoach v. Minehill & Schuylkill Haven 
Railroad Company, 228 U. S. 295 (1912). The 
Supreme Court held that the corporation was 
not engaged in business under the corporation 
tax law of 1909 where it had leased its entire 
railroad for a number of years at an annual 
rental. The Court said: ‘‘The receipt of income 
from property or investments by a company that 
is not engaged in business except the business 
of owning the property, maintaining the invest- 
ments, collecting the income, and dividing it 
among its stockholders,’’ does not make the 
corporation subject to the tax. In Stafford Own- 
ers, Inc. v. U. 8., 39 F. (2d) 743 (Ct. Cls., 1930), 
a corporation whose sole activity was the pur- 
chasing and owning of an apartment house for 
the benefit of its stockholders was held not to 
be engaged in business. 


11 Flint v. Stone Tracy Company, 220 U. S. 107 
(1911). In the later case of Edwards v. Chile 
Copper Co. [1 ustc { 167], 270 U. S. 452 (1926), 
the principle is stated more broadly: if a cor- 
poration is doing what it is principally organ- 
ized to do, it is engaged in business. The Court 
said: ‘‘The exemption ‘when not engaged in 
business’ ordinarily would seem pretty nearly 
equivalent to when not pursuing the ends for 
which the corporation was organized, in the 
cases where the end is profit.’’ The Court fol- 
lowed Von Baumbach v. Sargent Land Company, 
242 U. S. 503 (1917). 


12 McCoach v. Minehill, supra, footnote 110. 


113 Section 211 (b), I. R. C., provides: ‘‘As 
used in this section, section 119, section 143, sec- 
tion 144, and section 231, the phrase ‘engaged 
in trade or business within the United States’ 
includes the performance of personal services 
within the United States at any time within the 
taxable year. . . . Such phrase does not include 
the effecting, through a resident broker, com- 
mission agent, or custodian, of transactions in 
the United States in commodities (if of a kind 
customarily dealt in on an organized commodity 
exchange, if the transaction is of the kind cus- 
tomarily consummated at such place, and if the 
alien, partnership, or corporation has no office 
or place of business in the United States at any 
time during the taxable year through which or 
by the direction of which such transactions in 
commodities are effected), or in stocks or se- 
curities.’’ Thus, if a foreign corporation is not 
otherwise engaged in a trade or business in the 
United States, it is not taxed on its gains from 
the sales of stocks or securities. 


114 See also Regulations 111, Section 29.231-2(a). 


115 See Section 211 (b), I. R. C., as amended 
by Section 167 of Revenue Act of 1943. 


116 Section 160 (d) of Revenue Act of 1942 de- 
leted the phrase ‘‘having an office in the United 
States’’ from Section 231 (b), I. R. C. (relating 
to foreign corporations) ; Section 160 (1) of the 
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same Revenue Act deleted this same phrase from 


Section 211 (a) (1), I. R. C. (relating to nonresi- 
dent aliens). 


117 Regulations 111, Section 29.211-2. 

18 Regulations 111, Section 29.211-4 (2). 
19 Regulations 111, Section 21.211-2 (b). 
120 Mim. 5683, 1944 CB 636. 


121 Section 3797 (a) (9), I. R. C., defines the 
territorial limits of the United States as follows: 
“The term ‘United States’ when used in a geo- 
graphical sense includes only the States, the 
Territories of Alaska and Hawaii, and the Dis- 
trict of Columbia.”’ 


12 ‘‘Gains, profits and income derived from the 
purchase of personal property within and its sale 
without the United States or from the purchase 
of personal property without and its sale within 
the United States, shall be treated as derived 
entirely from sources within the country in 
which sold except that gains, profits, and income 
derived from the purchase of personal property 
within a possession of the United States and its 
sale within the United States shall be treated 
as derived partly from sources within and partly 
from sources without the United States.’’ Sec- 
tion 119 (e), I. R. C. 


23'These possessions include Puerto Rico, the 
Philippines prior to July 4, 1946, the Canal Zone, 
Guam, American Samoa, Wake and Midway 
Islands and the Virgin Islands. Regulations 111, 
Section 29.131-2. Cf. Section 251 (d), I. R. C. 

24 Regulations 111, Section 29.119-8. 

5 See discussion, infra, under ‘‘Place of Sale.”’ 


26 Regulations 111, Section 29.119-12-A (last . 


sentence). 


127 Regulations 111, Section 29.119-12. 
28 Regulations 111, Section 29.119-12-A. 
129 Regulations 111, Section 29.119-12-B. 


%0 Regulations 111, Sections 29.119-13 (1) to 
(4). 


131 Regulations 111, Section 29.119-13 (5). 
2 Regulations 111, Section 29.119-14. 


183 The phrase is used in Section 221 (tax on 
aliens) and Section 231 (tax on nonresident cor- 
porations), but the method of determining how 
much of this type of income is from sources 
within the United States is set forth in Section 
119 (a). ‘‘Fixed or determinable’’ income is de- 
scribed in the Regulations as follows: 

“Only fixed or determinable annual or peri- 
odical income is subject to withholding. The In- 
ternal Revenue Code specifically includes in such 
income, interest, dividends, rent, salaries, wages, 
premiums, annuities, compensations, remunera- 
tions, and emoluments. But other kinds of in- 
come are included, as, for instance, royalties. 

“Income is fixed when it is paid in amounts 
definitely predetermined. Income is determina- 
ble whenever there is a basis of calculation by 
which the amount to be paid may be ascer- 
tained. The income need not be paid annually 
if it is paid periodically . . . whether or not at 
regular intervals.’’ Regulations 111, Section 
29.143-2 (1943). 


134 Section 144, I. R. C. 
135 Regulations 111, Section 29.119-2. 


1% Section 119 (a) (1) (A), I. R. C.; Regula- 
tions 111, Section 29.119-2. 


181 Ocean Accident & Guarantee Corporation, 
Ltd. [CCH Dec. 4476], 13 BTA 1057; rev’d on 
other points 47 F. (2d) 582 (CCA-2, 1931). An 


Foreign Transactions 


earlier departmental ruling had held that even 
if the interest was paid here by the underwrit- 
ing domestic bank, the interest was not from 
United States sources. O. 786, 1 CB 99 (1919). 


1380, D. 35, 1 CB 101. This tax advantage of 
nonresident aliens was emphasized early in 1947 
in the $45 million refunding Australian bond 
issue floated in the United States. More than 
one half of these bonds went outside this coun- 


try. Tax Report, Wall Street Journal, March 5, 
1947. 


139 Section 119 (a) (2), I. R. C.; Regulations 
111, Section 29.119-3. The burden is on the tax- 
payer to satisfy the Treasury that the excep- 
tions apply. Ardbern Company, Ltd. [CCH 
Dec. 11,072], 41 BTA 910, modified in part with- 
out discussion of this point [41-2 ustc { 9533] 
120 F. (2d) 424 (CCA-4, 1941). 


140 Section 119 (a) (2) (A), I. R. C.; Regula- 
tions 111, Section 29.119-3 (1943). In De Nobili 
Cigar Co. [CCH Dec. 13,004], 1 TC 673, aff’d 
[44-2 ustc § 9371], 143 F. (2d) 486 (CCA-2, 1944), 
the proceeds of redemption bof stock originally 
issued as a stock dividend were taxed under 
Section 115 (g), I. R. C., and nonresident alien 
stockholders were held to be subject to with- 


holding provisions of Sections 143 and 211, 
rh Cc. 


This decision creates obvious difficulties where 
the paying corporation does not consider such a 
distribution to be taxable as a dividend, but is 
unwilling to incur the liability which results 
from failure to withhold and pay over to the 
Treasury the tax at source (generally at the 
rate of thirty per cent) in the case of taxable 
payments to nonresident foreign corporations 
and nonresident aliens. 


141 Regulations 111, Section 29.119-4. 


142 Section 119 (a) (3), I. R. C. The purpose 
of this exception was ‘‘to permit residents of 
other countries to make brief visits to the United 
States for business purposes, such as the buying 
and selling of goods, without being subject, 
before leaving the country, to a demand for 
payment of tax on their compensation during 
the period of their stay here.’’ Report of Senate 
Finance Committee on the 1936 Act, No. 2156, 
74th Congress, 2d Session, p. 22. 


143 Regulations 111, Section 29.119-5. If the 
recipient is a nonresident foreign corporation 
or alien, once the income is determined to be 
from sources within the United States, the next 
question is whether it is fixed or determinable 
income and therefore subject to withholding. 
In P. D. Bowlen [CCH Dec. 14,283], 4 TC 486 
(1944), the taxpayer argued that the income 
from the production and sale of oil was derived 
from the sale of personal property in the United 
States and hence was not fixed or determinable 
income under Regulations 111, Section 29.143-2. 
The Tax Court cited Anderson v. Helvering [40-1 
ustc J 9479], 310 U. S. 404, for the proposition 
that ‘‘the production of oil and gas, like the 
mining of ore, is treated as an income-producing 
operation, not as a conversion of capital invest- 
ment as upon a sale, and is said to resemble a 
manufacturing business carried on by use of 
the soil.’’ The Tax Court held that this income 
was ‘fixed or determinable’ and was subject 
to withholding. In Sabatini v. Commissioner 
[38-2 ustc f 9470], 98 F. (2d) 753 (CCA-2, 1938), 
it was held that contracts executed in England 
granting certain publication rights to a United 
States publisher were not sales of property but 
created income-producing property in the United 
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States. The proceeds of this contract were ad- 
judged to be ‘‘fixed or determinable’’ income. 


14 Regulations 111, Section 29.119-6. 
145 Regulations 111, Section 29.119-8. 


“6 G. C. M. 8594, [X-2 CB 354 (1930). The prin- 
ciple embodied in this memorandum was restated 
in G. C. M. 13475, XIII-2 CB 224 (1934), and 
I. T. 2869, XIV-1 CB 113 (1935). Revoked No- 
vember 3, 1947, by G. C. M. 25131. See ‘‘Ad- 
dendum’”’ to this article. 


147 G. C. M. 8594, supra, at p. 358. 


48Q, D. 1100, C. A. 5,118; I. T. 1569, II-1 CB 
126; I. T. 2068, ITI-2 CB 164. 


149 Exolon Company [CCH Dec. 12,188], 45 BTA 
844; Acq. 1942-1 CB 6 (only with respect to cer- 
tain transactions and only as to result) ; Non-acq. 
1942-1 CB 22. 


0 [CCH Dec. 8775] 31 BTA 558; aff’d [36-2 
ustc { 9445] 85 F. (2d) 322 (CCA-5, 1936); cert. 
den. 299 U. S. 608. 


51 [bid. 


152 Ronrico Corporation [CCH Dec. 12,022], 44 
BTA 1130. The taxpayer had sent one of its offi- 
cers to the United States and he had entered 
into a written agreement which named McKes- 
son & Robbins as the sole distributors of Ron- 


with this agreement, McKesson & Robbins placed 
a series of orders with the taxpayer and the 
case was concerned with determining whether 
these contracts resulted in sales made in the 
United States 

183 Regulations 111, Section 29.119-10. 

14 Regulations 111, Section 29.119-12. 


155 Regulations 111, Section 29.119-12 (last three 
paragraphs). 

156 As of November 1, 1947, the United States 
had income tax conventions with Canada, 
Sweden, France and the United Kingdom. As of 
the same date, tax conventions were being nego- 
tiated with seven other countries: Union of 
South Africa (convention signed by representa- 
tives of both countries, but not yet ratified), the 
Netherlands, Belgium, Luxembourg, Denmark. 
New Zealand and Mexico. 


187 G. C. M. 25131, November 3, 1947. 
8G, C. M. 8594, IX-2 CB 354 (1930). See 
footnote 146, supra. 


189 Hast Coast Oil Company, supra, footnotes 
150, 151. 


10 Hxolon Company, supra, footnote 149. 
161 Supra, footnote 146. 


162 Regulations 111, Section 29.119-8, in effect in 
the same form since Treasury Regulations 86, 


rico rum in the United States. In conformity under the Revenue Act of 1934. 


—_———S$ i 


MUNICIPAL TAX DEVELOPMENTS 


Another flurry of municipal taxation activity has swept the coun- 
try, this time involving the states of Pennsylvania, Ohio, Colorado, 
Alabama and, per usual, California. Pittsburgh has enacted a 
mercantile license tax to be collected in addition to the one im- 
posed by the state applicable to first-class school districts (Phila- 
delphia and Pittsburgh). Columbus, Ohio, has passed an ordinance 
levying a withholding tax on income, thereby becoming the third 
city in the United States to collect such a tax. In Colorado, 
the Denver City Council, after having failed in previous attempts, 
has finally been successful in passing a sales tax measure. Tusca- 
loosa County, Alabama, in accordance with the state’s action, 
is collecting a tax on retail sales, amusements and automotive 
vehicles. And last but not least, in California, the cities of Concord, 
Corcoran, Lindsay, Manhattan Beach, Reedley and Sanger, have 
joined the throng of other California cities collecting taxes on sales 
of tangible personal property. 
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A Critique of Section 126 


By FRANK C. SCOTT 
CERTIFIED PUBLIC ACCOUNTANT, STOCKTON, CALIFORNIA 


pesto THE CONGRESS, by the en- 
J actment of Section 134 of the Revenue 
Act of 1942, added Section 126 to the 
Internal Revenue Code and amended re- 
lated provisions of the income tax law 
to conform to the alteration provided by 
Section 126 in the method of treating 
income accrued but untaxed in the last 
taxable year of a cash basis decedent, there 
has been little expository material in court 
decisions on Bureau rulings to indicate 
the boundaries of application of the new 
section. This legislation used many more 
words, as well as some new terms of cover- 
age, than the amendments to Sections 42 
and 43 by the Revenue Act of 1934, which 
were designed to meet the identical prob- 
lem. That a considerable number of con- 
troversies would have been aired by now 
in the Tax Court, might have been expected 
from Section 134 (g) of the 1942 Act, 
which provided for retroactive application 
of the new method, advertised in the legis- 
lative committee reports as a relief pro- 
vision, to taxable years as far back as the 
calendar year 1934 at the option of affected 
fiduciaries or beneficiaries of estates of 
decedents who died after December 31, 1933. 
But such is not the case after more than 
five years from the date the 1942 Act was 
approved. ; 


That such controversies have not arisen 
must be ascribed to the slow-down of the 
administrative processes resulting from the 
dislocations of wartime and the economic 
maladjustments of the demobilization 
period. The seeds of litigation are in the 
terms of those amendments, ready to 
sprout when those terms are applied to 
the case of any cash basis decedent engaged 
in productive or trading activities—a real 
estate dealer, farmer, contractor, securities 
trader, etc.—in the year of his death. This 
article, derived from actual problems in- 


Section 126 


volved in the liquidation of assets in the 
estates of farmers returning their income 
on the cash receipts and disbursements 
basis, is a study of the boundaries of the 
application of Section 126 to the liquida- 
tion of assets that are not merely rights 
to accrued interest, dividends, rents and 
personal compensation—i. e., rights to what 
is intrinsically income. It is offered in 
the expectation that it may be helpful to 
some in avoiding such litigation, or, if there 


‘must be litigation, in finding the right 


answer. 


History and Antecedents of 126 


The first income tax law (Section II 
of the Tariff Act of October 3, 1913, 38 
Statutes 166) included in its definition of 
net income “income from but not the value 
of property acquired by gift, bequest, devise, 
or descent.” Exclusion from tax of the value 
of property acquired by gift, bequest, devise 
or inheritance, was provided in the next 
income tax act (Section 4, Revenue Act 
of 1916) and in all subsequent revenue 
acts in substantially the form of Section 
22(b) (3) of the Internal Revenue Code, 
the only difference being that the acts 
before 1926 used the word “descent” in- 
stead of “inheritance.” For decedents who 
reported their net income on a_ cash 
receipts and disbursement basis, and for 
their estates, this inhibition of taxation 
on the value of property passing by death 
permitted income earned by or accruing 
to a decedent in his lifetime but paid to 
or collected by the executor of his will, 
by the administrator of his estate or by 
his heirs and legatees, to escape income 
taxation altogether. Attempts of the Com- 
missioner to treat such income as taxable 
to decedents’ estates met defeat. The 
courts held that the collection by the 
estate, a separate entity from the decedent, 
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was merely the conversion into cash of 
an asset received as corpus of the estate, 
which was specifically made exempt from 
taxation by this section of the statute. 
Examples of such attempts and the rea- 
soning by which the courts rebuffed them 
are found in the reports of the following 
cases: Nichols et al., Exrs. v. U. S. [1 
ustc § 225], 64 Ct. Cls. 241 (1927), cert. 
den. 277 U. S. 584; Walter R. McCarthy, 
Exr. [CCH Dec. 3170], 9 BTA 525 (1927); 
William G. Frank, Admr. [CCH Dec. 
2396], 6 BTA 1071 (1927); U. S. v. Carter 
{1 ustc § 233], 19 F. (2d) 121 (CCA-5, 
1927). These and similar cases, citations 
of which are collected in note 15 to Section 
12.100, Mertens, Law of Federal Income 
Taxation, Volume 2, page 288, are con- 
cerned with items which are intrinsically 
income. The attempts to crack this prob- 
lem of apparent fiscal losses persisted until 
1932, when, in the case of Bank of 
California, N. A., Exr. [CCH Dec. 7378], 
25 BTA 179, the Board of Tax Appeals 
held that neither collections of capital 
gains on a decedent’s sales of stock deferred 
as being subject to the installment sales 
exceptions, nor accrued interest on them 
to the date of his death, were taxable when 
collected by the executor of his will. 


In the Revenue Act of 1934 the pro- 
visions of Section 42, “Period in Which 
Items of Gross Income Included,” as they 
had appeared in the Acts of 1928 and 1932, 
were amplified by the following sentence: 
“In the case of the death of a taxpayer 
there shall be included in computing net 
income for the taxable period in which 
falls the date of his death, amounts ac- 
crued up to the date of his death if not 
otherwise properly includible in respect of 
such period or a prior period.” This modi- 
fication of the pre-existing law was ex- 
plained by the committees considering the 
legislation as having been drawn to prevent 
income of cash basis taxpayers accrued 
prior to their deaths from escaping taxa- 
tion under the court decisions referred to 
above. The Senate Finance Committee 
Report states that Sections 42 and 43 (re- 
lating to deductions) “were so drawn as 
to require the inclusion in the income tax 
return for the decedent of all items of 
income and deductions accrued up to the 
date of death regardless of the fact that the 
decedent may have kept his books on a cash 
basis.” (1939-1 CB 608. Cf. Report of Com- 
mittee on Ways and Means, 1939-1 CB 572.) 


128 


New Accrual Doctrine 


The operation of these amended sections 
was, in the beginning, governed by the 
ordinary rules of accrual for income tax 
purposes as enunciated in U. S. v. Anderson 
{1 ustc 155], 269 U. S. 422 (1925), 46 
S. Ct. 131, and in numerous opinions ap- 
plying the rationale of that decision to 
various problems of accruals of income 
and deductions. The cases of Lillian O. 
Fehrman, Exrx. [CCH Dec. 10,080], 38 
BTA 37 (1938), and Estate of Wilton J. 
Lambert [CCH Dec. 10,850], 40 BTA 802 
(1939), are examples of the application of 
these settled rules in the accrual of income 
under the amended Sections 42 and 43 in 
the final return of cash basis decedents. 
The picture changes, however, with the 
holding of the Supreme Court on March 
31, 1941, in Helvering v. Estate of John M. 
Enright [41-1 ustc $9356], 312 U. S. 636, 
85. L.. Ed. 1093, 61 'S..-Ct.. 77, Ce. D.. 3500, 
1941-1 CB 353, that the term “accrued” 
as used in Sections 42 and 43 was intended 
by the Congress to have a much broader 
meaning than its ordinary definition with 
respect to the rules of Section 48. The 
application of this new definition is co- 
gently discussed and applied in Judge 
Dobie’s opinion in Helvering v. McGlue’s 
Estate [41-1 ustc J 9403], 119 F. (2d) 167 
(CCA-5, 1941), reversing [CCH Dec. 
11,106] 41 BTA 1186 (1940). For other appli- 
cations of this rule, see Estate of Lewis Cass 
Ledyard, Jr. [CCH Dec. 12,011], 44 BTA 
1056 (1941), and Estate of George W. 
Wickersham [CCH Dec. 11,837], 44 BTA 
619 (1941). This evolution of a new and 
extreme doctrine of accrual produced hard- 
ships and inequities which led the Treasury 
Department, through its then Secretary, 
Morgenthau, to propose during the considera- 
tion of the Revenue Bill of 1942 by the House 
Ways and Means Committee the amend- 
ments which became Section 134 of the 
Revenue Act of 1942, inclusive of the 
addition of Section 126 to the Code. See dis- 
cussion in Section 12.100, Mertens, op. cit., 1947 
Supplement, Volume 2, pages 111, 112. 


Burnett Case 


The primary significance of the reported 
cases under the 1934 amendments for our 
discussion is that all of those in which 
the amendments are found applicable deal 
with accruals of what is_ intrinsically 
income—for example, interest, dividends 
and compensation for personal or profes- 
sional services such as attorneys’ and ex- 
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ecutors’ fees. But in Estate of Tom L. 
Burnett [CCH Dec. 13,549], 2 TC 897 
(1943), decided more than two years after 
the Enright case, the Tax Court refused 
to approve an attempt to tax a cash basis 
decedent’s inventory of live stock and feed- 
stuff valued at 160,800.50 at the date of 
his death as income accrued in the taxable 
year ending at his death, The court held 
that the mere ownership of the property 
so valued had not “caused it to be gross 
income accrued to him up to the date of 
his death within the language used in Sec- 
tion 42.” A _ petition for review of the 
Tax Court’s decision in this case by the 
Circuit Court of Appeals for the Fifth 
Circuit was dismissed on motion of the 
government’s attorney on July 7, 1944. 
The reported cases do not reveal any other 
attempts on the part of internal revenue 
officers to apply the 1934 amendments to 
any but items which are intrinsically in- 
come, although it is common knowledge 
that many such false applications were 
made through mistakes of tax practitioners 
and revenue officers alike. 


Congressional Reports 


Reference to the Congressional com- 
mittee reports on the bill (H. R. 7378, 
Seventy-Seventh Congress) enacted as the 
Revenue Act of 1942, discovers no inten- 
tion to extend the provisions for ex- 
ceptional treatment of income of decedents 
beginning with the 1934 Act to cover any- 
thing except realized income from interest, 
rent, dividends, compensation for services 
ayd like items which are intrinsically in- 
come. The report of the Committee on 
Ways and Means, H. R. Report No. 2333, 
Seventy-Seventh Congress, First Session, 
1942-2 CB 372, at 411, cites the effect of 
the Enright and Pfaff decisions (312 U. S. 
646, 61 S. Ct. 77 and 783, 85 L. Ed. 1093 
and 1099, 1941-1 CB 353), in producing 
a heavy tax burden by piling up income 
in the decedent’s last return, and justifies 
the amendment by a statement that it 
“would eliminate this hardship by taxing 
this income to the persons who actually 
receive it, whether such persons be the 
executor of the decedent or his heirs.” 
There is no comment whatever in this 
report to indicate that the amendments in 
question amounted to anything more than 
a relief provision or were intended to apply 
to any objects of taxation different from 
those affected by the 1934 amendments. 
In the Senate Finance Committee’s report, 
Senate Report No. 1631, Seventy-Seventh 


Section 126 


Congress, Second Session, 1942-2 CB 504, 
at 579-583, appears a detailed discussion 
of the terms and intended operation of the 
amendments by Section 134 of the act. 
Foilowing a description of the special pro- 
visions with respect to the income of de- 
cedents contained in the income tax law 
since the Revenue Act of 1934, requiring 
that there be included in the period in 
which the date of death of a decedent falls 
all income accrued up to that date not 
otherwise properly includible in respect to 
such period or a prior period, the report says: 


“While such income should be subject 
to income tax, hardship results in many 
cases from including in the income for 
the decedent’s last period amounts which 
ordinarily would be receivable over a period 
of several years. This section changes the 
existing law by providing that such 
amounts shall be treated, in the hands 
of the person receiving them, as income 
of the same nature and to the same extent 
as such amounts would be income if the 
decedent remained alive and received such 
amounts. Section 22 (b) (3) (excluding 
from income amounts received by bequest, 


‘ devise, or inheritance) does not apply to 


these amounts which are specifically re- 
quired to, be included in income. The 
right to income is treated in the hands 
of the decedent differently from his other 
property, and when his estate or his legatee 
takes his place with respect to this income, 
it is proper to continue to treat this right 
in their hands in the same manner as it 
would be treated in the hands of the de- 
cedent.” (Italics supplied.) 


There is here no indication of any intent 
to make the 1942 amendments apply to 
any objects of income taxation different 
from those covered by the 1934 amend- 
ments; and in the reference to Section 
22(b) (3), is implicit, as indicated by our 
italicizing, the basic distinction in income 
tax law between ownership of property 
which is capital and ownership of rights 
to income as a kind of property distinct 
from capital. For exposition of this dis- 
tinction, see Doyle v. Mitchell Brothers 
Company [1 ustc 917], 247 U. S. 179, 
38 S. Ct. 467, 62 L. Ed. 1054 (1918), and 
U. S. v. Safety Car Heating & Lighting 
Company [36-1 ustc 99042], 297 U. S. 
88, 56 S. Ct. 353, Ct. D. 1073 XV-1 CB 
294 (1936). 


In the Senate Finance Committee’s re- 
port, the numerous examples of the ap- 
plication and mode of operation of the 
provisions of Section 126 are notably con- 
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cerned only with assumed situations in- 
volving rights per se to income which is 
intrinsically such under the classes of 
interest, rent, dividends, professional fees 
and compensation for services. In no case 
is a property right which is capital and 
not merely a right to income treated in 
these examples as subject to any of the 
provisions of Section 126, 


In summary of the foregoing, it appears 
(1) that the attempts prior to 1934 to 
tax income of decedents contrary to the 
inhibitions of the provisions of prior revenue 
acts corresponding to Code _ Section 
22(b) (3) concerned only receipts or ac- 
cruals of what were rights per se to 
income: (2) that the 1934 amendments 
to provide for exceptional treatment of 
income of decedents were actually applied 
in recorded court and Board of Tax Ap- 
peals opinions only to such rights per se 
to income, and the sole recorded attempt 
to apply them to property which was 
capital at the date of death, as dis- 
tinguished from rights to income, was over- 
ruled in the Burnett Estate case, supra; 
(3) that the legislative history of the en- 
actment of Section 134 of the Revenue 
Act of 1942, adding Section 126 to the 
Internal Revenue Code and making related 
amendments to then existing provisions, 
shows no intent to enlarge the coverage 
of the extraordinary provisions in the 1934 
amendments for taxing income of decedents 
on the cash basis. 


Exegesis of Section 126 


The term of coverage of Section 126 in 
subdivision (a) (1) is “all items of gross 
income in respect of a decedent,” and the 
terms of incidence in items (A), (B) and 
(C) thereunder refer to the taxable entity 
or person by whom “the right to receive 
the amount is acquired.” The cross refer- 
ence in Section 22 (1) is in the same terms. 
There was no modification of the exemption 
provisions of Section 22 (b) (3). The 
provision under the 1934 amendments for 
accruals of income in the period in which 
the date of a decedent’s death falls, were 
under the heading “Period in Which Items 
of Gross Income Included”; and the phrase 
“amounts accrued” in the sentence added 
to Section 42 by the Revenue Act of 1934 
has to be read from its context as “amounts 
of gross income accrued.” It is apparent 
from comparison of the terms (as has been 
shown above in our account of the history 
of the successive amendments in the Reve- 
nue Acts of 1934 and 1942 to accomplish 
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special treatment of the income of cash 
basis decedents) that the subject matter 
of the two sets of amendments is the same. 
Section 126 (a) of the Internal Revenue 
Code, as added by the 1942 amendments, 
corresponds to the sentence added to Sec- 
tion 42 by the 1934 amendments; and Sec- 
tion 126 (b), as added by the 1942 amend- 
ments, corresponds to the sentence added 
to Section 43 by the 1934 amendments. 


Gross Income 


The term “gross income” as used in the 
income tax law has no universal all-purpose 
definition. The statutory definitions in 
Code Section 22 (a) is a catch-all descrip- 
tion of taxable income as “the gain derived 
from capital, from labor, or from both 
combined, provided it be understood to 
include profit gained through a sale or 
conversion of capital assets,” by listing all 
the common kinds and sources and adding 
“or gains or profits and income derived 
from any source whatever.” Definitions 
for specific purposes and with respect to 
certain occupations or types of businesses 
are clearer and generally more satisfactory 
with regard to other provisions of the 
income tax law, but fall markedly short of 
furnishing a universal meaning. 


That gross income is not equivalent to 
gross receipts is, however, clear from the 
special definitions in the current Regula- 
tions. Section 29.22 (a)-5 defines gross 
income from a manufacturing, merchandis- 
ing or mining business as “sales, less the 
cost of goods sold, plus any income from 
investments and from incidental or out- 
side operations or sources.” This is sub- 
stantially the same as the definitions for 
manufacturing and mercantile corporations 
in Regulations 33 (Revised), 1918, para- 
graphs 353 and 354 (Articles 91 and 92). 
The cross-referenced definition of gross 
income from mining for the computation 
of percentage depletion in Section 29.23 (m) 
-1 (f) is not recognizable, however, as 
following the same principles. According 
to Section 29.22 (a)-18, only the gain (not 
the amount received) from the sale of its 
capital assets by a corporation is gross 
income. Section 29.22 (a)-7, entitled “Gross 
Income of Farmers,” follows the plan of 
Section 22 (a) of the Code and Section 
29.22 (a)-1 in stating what a farmer “shall 
include in his gross income” without in any 
way defining the quantum to be filled. 
The rule stated there for determining “gross 
profits” (possibly a substitution for “gross 
income”) is little like, in form or principle, 
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the definition of gross income for a similar 
extractive business, mining, in Section 29.22 
(a)-5. The quality of the treatment of 
gross income from farming in this section 
of Regulations 111 is not much improved 
over that in Regulations 33 (Revised) in 
paragraphs 30, 31 and 404. For the special 
purposes of subchapter A, Chapter 2, In- 
ternal Revenue Code, dealing with personal 
holding companies, we are reminded in 
Section 29.501-1 that “gross income is not 
synonymous with gross receipts.” We are 
similarly reminded by the rulings for deter- 
mining liability for filing returns under the 
minimum gross income requirement (new 
in the Revenue Act of 1921) in Mim. 2915 
and I. T., 1241, I-1 CB 233 and 234 (1922). 
Here again the situation as to the farmer 
taxpayer is confused, for these rulings fall 
short of furnishing a measure of a farmer’s 
gross income. Another special definition of 
“sross income” has developed, or perhaps 
is still developing, for the extension of the 
statute of limitations on the assessment 
of deficiencies by Code Section 275 (c) in 
cases where gross income in excess of 
twenty-five per cent of the gross income 
returned is omitted from a tax return. 
One might conclude from Emma B. Maloy 
{CCH Dec. 12,222], 45 BTA 1104 (1941), 
that gross income for the purpose of this 
exception to the general rule of Section 275 
(a) is synonymous with the total income 
figure on individual, corporation or fiduciary 
returns. Compare, however, J. A. Byerly 
[CCH Dec. 13,819(M)], 3 TCM 245 (1944), 
and Peoples Gin Company [CCH Dec. 
13,328(M)], 2 TCM 325 (1943). 


If, in accordance with the canons of 
statutory construction, we look first to the 
statute itself for its meaning, we find that 
the statement of the “general rule” in 
Section 126 (a) (1) furnishes a significant 
hint as to the coverage of the phrase “the 
amount of all items of gross income in 
respect of a decedent” in the careful choice 
of words in subdivisions (A), (B) and (C). 
Each of these subdivisions defines the per- 
son taxed by reference to “the right to 
receive the amount” (obviously “of items 
of gross income in respect of a decedent”) 
instead of simply naming the classes as 
receiving or collecting the gross income. 
The same phrase, “right to receive the 
amount,” is identified as a right acquired 
by the decedent in Section 126 (a) (3), 
and the same identification is implicit in 
Section 126 (a) (2). Such a particular and 
technical phrase would not have been used 
throughout all of Section 126 (a) except 
for some limiting purpose. It is suggested 
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that this purpose is the distinguishing of 
rights to income as a kind of property 
differing markedly with regard to income 
taxation from property which is capital, 
principal or investment, Compare the quo- 
tation above from the Senate Finance Com- 
mittee report. Mr. Justice Cardoza makes 
the same distinction in U. S. v. Safety Car 
Heating & Lighting Company, supra, and 
it is implicit in the determination of Judge 
Black in Estate of Tom L. Burnett, supra. 
In Section 126 (b), relating to deductions, 
we find them described (in marked con- 
trast to subsection (a)) simply as “deduc- 
tions in respect of a decedent” allowable 
to his estate or, if the estate is not liable 
to discharge the obligation to which the 
deduction or credit relates, to the person 
who acquires from the decedent an interest 
in property subject to such obligation. 


Court and Treasury Interpretations 


The course of the regulations interpreta- 
tive of Section 126 reveals the distinction 
of rights to income from other property 
acquired from a decedent with respect to 


. taxation under that section. The first 


published regulations, T. D. 5233, 1943 CB 
198, adding Section 19.126-1 to Regulations 
103, approved February 26, 1943, and Regu- 
lations 111, approved October 26, 1943, 
missed somewhat in observing the basic 
distinction of the statute, especially in the 
examples in the fourth paragraph. This 
situation was significantly rectified by the 
amendments to Section 29.126-1 by T. D. 
5459, 1945 CB 193, approved June 18, 1945, 
by which the conclusions regarding the 
partnership business example in the fourth 
paragraph make taxable not a gain on 
liquidation of partnership assets as in the 
original text, but “the earnings of the 
partnership accrued only by reason of his 
[the decedent partner’s] death.” The ad- 
ditional example inserted by T. D. 5459 is 
even more significant; the conclusion is 
that the payments to the estate of B will 
reflect the receipt of income “to the extent 
that they are attributable to B’s interest 
in the previously earned proportion of the 
unfinished partnership business transac- 
tions,” but that no gain to the estate of 
B will be recognized on such portion of 
the payments by A as is attributable to 
appreciation in value of B’s interest in 
tangible assets. 


In the sole recorded Tax Court case 
involving the application of Section 126, 
Estate of Thomas F. Remington [CCH 
Dec. 15, 924], 9 TC —, No. 13, the receipt 
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of shares of insurance commissions was 
held taxable under Section 126 (a). The 
commissions were found, on examination 
of the contract under which they were 
receivable and the circumstances attending 
its being entered into by the decedent and 
the payor, to be rights to income, as a 
matter of law, and not capital assets. A 
contrary conclusion, by similar reasoning, 
was reached with respect to receipts by a 
surviving annuitant (the widow of an 
employee) under an employees’ pension 
plan of Chase National Bank, in a special 
Bureau ruling [474 CCH [6132]. The 
letter of the Commissioner states that 
‘it is apparent from the Committee Reports 
that Section 126 was intended to cover 
items of income which under the former 
provisions of Section 42 would have been 
includible in the last income tax return of 
a decedent,” and that because Section 165 
(b) provides that survivors’ annuities shall 
be taxed as annuities under Section 22 (b) 
(2), to the exclusion of Section 126 (a), 
the estate tax credit provisions of Section 
126 (c) do not apply. 


Suggested Limitation 


Following this apparently valid distinc- 
tion in the applicability of the special 
provisions of Section 42 (after 1933) and 
Section 126 (after 1942) between rights to 
income and capital assets, let us try to find 
where to draw the line, for that is, after all, 
the most important question in the inter- 
pretation of any statute. There may be 
no dispute about the application of these 
special provisions to deferred payments of 
compensation received by an estate or other 
persons in respect of a decedent, or to 
interest, rents and dividends accrued at 
date of death so as to be subject to the 
federal estate tax. Shares of general in- 
surance commissions payable under a con- 
tract for a term of years were held in 
Estate of Thomas F. Remington, supra, to 
be subject to the special provisions in 
question. 


The illustrations in the Senate Finance 
Committee report, paraphrased in Section 
29.126-1, indicate that the Congress in- 
tended the provisions of Section 126 (a) 
to include the amounts of capital gain 
from sales or exchanges consummated in 
a decedent’s lifetime and payable thereafter 
(as in the case of deferred payments on 
installment sales); but such construction 
would operate to supplant the provisions 
of Code Section 44 (d), relating to the 
transmission of installment obligations at 











death. Section 44 (d), it is to be noted, 
was not amended by Section 134 of the 
Revenue Act of 1942. The canon of statu- 
tory construction that all parts of a statute 
are to be read together may operate to 
nullify this extraneous evidence of intent 
since nothing in the terms of Section 126 
(a) itself is indicative of a specific intent 
to bring deferred capital gains on install- 
ment sales within its exceptional provisions. 
It is not lightly to be assumed that the 
Congress intended to modify the effect of 
Section 44 (d) in taxing on a decedent's 
last return the gain realized on disposition 
by transfer through death, or to do away 
with the special provisions for taxing such 
gain in later periods at the option of the 
executor, administrator or beneficiaries. 
Compare Mertens, op. cit., Section 3.13 
(Volume 1, page 75), and Section 15.29 
(Volume 2, page 500). 


On the other side of the field of applica- 
tion, we have found in Estate of Tom L. 
Burnett, supra, that raised beef cattle, har- 
vested forage crops, and the like, on hand 
at the date of death were not, under the 
provisions of Section 42 as amended in 
1934, to be gathered into taxable income in 
a decedent’s last return. Since Section 126 
(a) was intended to cover the same items 
as the modified Section 42, the same rule 
is tentatively valid under Section 126 (a). 
It ‘would have been a boon to us now if 
the executrix of Burnett’s will had not 
included in the computation of net income 
proceeds of sale of cattle which were made 
in his lifetime but for which payment had 
not been received at the time of his death 
(cf. 2 TC 902), so that the Tax Court 
could have ruled on the question of the 
inclusion of such receivables in the coverage 
of the modified Section 42. The liquida- 
tion of such receivables by an estate or 
other person acquiring them by reason of 
the death of a decedent is a transaction 
right at the boundary of coverage, and the 
definition of such receivables as either capi- 
tal assets, on the one hand, or as rights to 
income, on the other, will pretty well mark 
out the scope of Section 126 (a). 


In applying the simplest of logic to 
analyze the situation, it is apparent that 
the receivable at all times up to the date 
of the decedent’s death stood in place of 
the cattle. The decedent, on a cash basis, 
had not realized anything as gross receipts 
for the purpose of computing gross or net 
income (W. H. Combs, Sr. [CCH Dec. 
2181], 6 BTA 249) before he died, because 
under that method of returning income 
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the receipt of money is the event fixing the 
period of realization. Therefore, the rule 
of the Burnett case would apply to the 
account receivable as well as to the cattle. 
That result is not too easy an answer; it 
is, in fact, a sound one. Every sale or 
exchange given consideration in the income 
tax law is differentiated by its nature from 
receipts of ordinary income involving a 
flow of benefits from a res which is retained 
by the beneficiary or on his behalf, as rent 
from real property, interest from money, 
dividends from corporate shares, wages 
from earning ability, etc. In any sale, 
whether of a merchant’s stock in trade, a 
manufacturer’s products, a farmer’s crops 
or an investor’s securities, the res is parted 
with and the vendor has in its stead some- 
thing, as money or property, different from 
the res transferred from which a result in 
loss or gain, not income per se, can be 
calculated. 

Reverting to our example, let us suppose 
that prior to his death Tom Burnett for a 
price of $10x had disposed of cattle which 
had cost him $7x. The gain of $3x is 
included in the account receivable of $10x, 
which, if reduced to cash in his lifetime, 
results in an addition of $3x to his taxable 
income. The account for $10x is, however, 
a res of homogeneity which merely is owned 
by Tom in place of another res of homo- 
geneity, the cattle; and so is the $10x in 
money. The only difference in the two 
exchanges involved in the transaction is 
that the receipt of money is an event fixing 
the period in which the gain is taken to 
account for taxation. If we assume that 
the cattle had cost Tom $12x, there would 
have been no gain but a loss of $2x, de- 
ductible in Tom’s return for the taxable 
period in which the sale occurred, even 
though Tom died before collecting the 
account, because the receipt of the price 
in cash is not significant in fixing the 
incidence of a loss to a cash basis taxpayer. 
If we assume that all the cattle sold had 
been raised by him and had a sero basis 
for computation of the gain, his profit to 
return would be $10x. The nature of the 
transaction is not different just because 
Tom, as a farmer reporting his income on 
a cash basis, had been permitted by the 
Regulations to deduct as expense the labor, 
feed, rent, supplies, etc., comprising the 
cost of the cattle in question. The only 
effect of such deductions on his taxable 
income would be to reduce to zero his basis 
for computing loss or gain. Until the 
change in regulations by T. D. 2665, March 
8, 1918, cattle purchased in a prior year 
also would have had a zero basis. (Cf. 
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Regulations 33 (Revised), paragraph 32, 
and T. D. 2153, modified by T. D. 2665; 
and Joseph J. Scott, The Income Tax and 
Other Federal Taxes (San Francisco, 1917), 
paragraphs 49 and 78.) The receipt of 
cash under any of the assumed situations 
as to cost of cattle is not receipt of income; 
it is neither more nor less than the event 
fixing the time when the gain from the sale 
is taken into account for income taxation. 
In every case the realization of gain or loss 
computable in money is in the period in 
which the sale is made. The deductible 
loss is allowable in that period to cash 
basis and accrual basis taxpayers alike, but 
only the accrual basis taxpayer takes the 
gain to account in that year. The account 
receivable derived from the sale is in neither 
case a right to income but merely a right 
to capital or property—i.e., to money if the 
sale is for money, or to other property if 
it is a sale in barter, or to the sales price 
or the return of the goods sold if it is a 
conditional sale. The distinction between 
sale prices or proceeds of sale realized by 
a taxpayer, even in the usual course of his 
business as a trader, farmer or manufact- 


‘urer, and ordinary rights to income, was 


recognized early in the history of the 
income tax law, and is honored in recent 
court decisions of the highest rank. 


Conclusions 


In summary of the foregoing, it may be 
concluded (1) that the term “gross in- 
come” has no universal and all-purpose 
definition in income tax law, but varies 
according to the situation and the subject 
matter to which it is applied; (2) that 
exegesis of the terms of Section 126 (a) 
indicates that the term “gross income” as 
there used is intended to include only 
rights to income; (3) that the Regulations, 
cases and rulings thereunder confirm this 
intention; and (4) that rights to proceeds 
of sale are not rights to income for the 
purposes of Section 126, but are capital 
assets to be treated the same as other 
such assets, regardless of the fact that they 
are, like growing or harvested crops, live 
stock, etc., ordinarily productive of taxable 
gains when converted into cash. Any wider 
extension of the application of the special 
and specially intended provisions of Section 
126 would be tantamount to nullification 
of the general exemption in Section 22 (b) 
(3), which was in the income tax law at 
its inception in 1913, a result not to be pre- 
sumed from any superficial appearance of 
conflict between that section and Section 126. 


[The End] 
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A HAZARD 
of Gifts in Contemplation of Death 


By ALVIN R. COWAN . . . This New York 
City attorney proposes an extension of Section 811(j) so that executors may have 
the option of valuing gifts made in contemplation of death as of the date of 
the gift, the date of death or one year after 


‘ECTION 811 (j)’ of the Internal Revenue 
‘7 Code grants to an executor an option 
to value a gross estate for estate tax pur- 
poses as of the date of the decedent’s death 
or as of the date one year after the dece- 
dent’s death. If property falling within the 
gross estate be distributed, sold, exchanged 
or otherwise disposed of by the executor 
during that one-year period, the option date 
is as of the date of actual distribution, sale, 
exchange or other disposition. A serious 
defect in the law arises from the fact that 
gifts made in contemplation of death and 
forming a part of the gross estate may not 
be valued as of the date of gift. Gifts in 
contemplation of death have been included 
in gross estates since the 1916 Act. 


Section 811 (c)? specifically provides that 
the gross estate is to be determined by 


1 **TSee. 811] (j) Optional Valuation.—If the 
executor so elects upon his return (if filed within 
the time prescribed by law or prescribed by the 
Commissioner in pursuance of law) the value of 
the gross estate shall be determined by valuing 
all the property included therein on the date of 
the decedent’s death as of the date one year 
after the decedent’s death, except that (1) prop- 
erty included in the gross estate on the date of 
death and within one year after the decedent’s 
death, distributed by the executor (or, in the 
case of property included in the gross estate 
under subsection (c), (d), or (f) of this section, 
distributed by the trustee under the instrument 
of transfer), 
disposed of, shall be included at its value as of 
the time of such distribution, sale, exchange, 
or other disposition, whichever first occurs, in- 
stead of its value as of the date one year after 
decedent’s death.’’ 


2 “Sec. 811 Gross Estate. 


‘“‘The value of the gross estate of the decedent 
shall be determined by including the value at 
the time of his death of all property, real or 
personal, tangible or intangible, wherever sit- 
uated, except real property situated outside of 
the United States. 
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or sold, exchanged or otherwise- 


including the value at the time of death to 
the extent of any interest therein of which 
the decedent has at any time made a transfer 
by trust or otherwise in contemplation of 
death. The Code specifically fixes the date 
of death as applicable. If the value of the 
gift made in contemplation of death is less 
at the time of death or optional valuation 
date than at the time of gift, the estate 
benefits accordingly. On the other hand, if 
the value has risen, the estate suffers. These 
possibilities have been held to be within the 
contemplation of a donor, for, as the Su- 
preme Court has stated in Milliken v. U. S. 
[2 ustc J 681], 283 U. S. 15: 


“Not only was the decedent left in no 
uncertainty that the gift he was then making 
was subject to the provisions of the existing 
statute, but in view of its well-understood 


“(e) Transfers in Contemplation of, or Taking 
Effect at, Death.—To the extent of any interest 
therein of which the decedent has at any time 
made a transfer by trust or otherwise, in con- 
templation of or intended to take effect in pos- 
session or enjoyment at or after his death, or 
of which he has at any time made a transfer, 
by trust or otherwise, under which he has re- 
tained for his life or for any period not ascer- 
tainable without reference to his death or for 
any period which does not in fact end before his 
death (1) the possession or enjoyment of, or the 
right to the income from, the property or (2) 
the right, either alone or in conjunction with 
any person, to designate the persons who shall 
possess or enjoy the property or the income 
therefrom; except in case of a bona fide sale for 
an adequate and full consideration in money or 
money’s worth. Any transfer of a material part 
of his property in the nature of a final disposi- 
tion or distribution thereof, made by the dece- 
dent within two years prior to his death without 
such consideration shall, unless shown to the 
contrary, be deemed to have been made in con- 
templaticn of death within the meaning of this 
subchapter.”’ 
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purpose he should be regarded as taking his 
chances of any increase in the tax burden.” 


There, the taxpayer had urged that the 
value of a gift at the date of gift should 
prevail, on the theory that the statute in 
effect at the date of gift provided for rates 
less than those provided in the statute in 
effect at the date of death, and that the 
subsequent statute should not be retroactive. 


The certainty of the date as set forth in 
the statute would be commendable if only 
the beneficiaries of the decedent’s will or 
his heirs were the persons involved. But 
what happens if inclusion of a gift made in 
contemplation of death results in a tax which 
renders the estate insolvent? In such a situ- 
ation, the donee of the gift is liable for the 
deficiency to the extent of the value of the 
property includible in the gross estate. 


Section 827 (b) of the Internal Revenue 
Code* provides that if the estate tax is not 
paid when due, a transferee of property 
included in the gross estate under Section 
811 (c) is personally liable for the tax. Reg- 
ulations 105, Section 81.99,4 make similar 
provision. In addition, Regulations 105, Sec- 
tion 81.102, provide that collection of the 
estate tax may be made from a transferee.* 


Does a donee accept a gift at his peril? It 
may well be said that if a gift is made in 
contemplation of death, and thus in an at- 
tempt to avoid estate taxes, the donee is 
just as wicked as the donor, and therefore 
should be held responsible. But if so, should 
such responsibility be increased merely be- 
cause the value of the gift has increased 


3“ TSec. 827] (b) Liability of Transferee, etc. 
—If the tax herein imposed is not paid when 
due, then the spouse, transferee, trustee, sur- 
viving tenant, person in possession of the prop- 
erty by reason of the exercise, nonexercise or 
release of a power of appointment or benefi- 
ciary who receives or has on the date of the 
decedent’s death, property included in the gross 
estate under section 811 (b), (c), (d), (e}, (f) or 
(g), to the extent of the value, at the time of 
the decedent’s death, of such property, shall be 
personally liable for such tax. Any part of such 
property sold by such spouse, transferee, trus- 
tee, surviving tenant, person in possession of 
property by reason of the exercise, nonexercise 
or release of a power of appointment or bene- 
ficiary, to a bona fide purchaser for an adequate 
and full consideration in money or money’s 
worth shall be divested of the lien provided in 
section 827 (a) and a like lien shall then attach 
to all the property of such spouse, transferee, 
trustee, surviving tenant, person in possession 
or beneficiary, except any part sold to a bona 
fide purchaser for an adequate and full consid- 
eration in money or money’s worth.”’ 

*“Reg. 105, Sec. 81.99 . . . In case the dece- 
dent died after October 21, 1942, if the tax im- 
Posed upon the entire estate is not paid when 
due, then the spouse, transferee, trustee, surviv- 
ing tenant, person in possession of the property 
by reason of the exercise, nonexercise or re- 


Hazard of Gifts ® 


from the date of gift to the date of death or 
optional valuation date? A donee who has 
preserved the gift wisely so that it has 
increased in value, would be penalized in 
part for his wisdom. Is it not enough risk 
that such donee face transferee liability for 
the tax where the estate is insolvent? 


Since a transferee donee faces liability for 
estate tax in the event of insolvency of the 
estate, should not Section 811 (j) be ex- 
tended to provide that estate tax liability 
arising from inclusion of a transfer in con- 
templation of death be determined at the 
option of the executor at a value as of the 
date of gift or as of the date of death or 
one year thereafter? The committee report 
on changes made by the Revenue Act of 
1935 stated that the purpose of the option 
was to make provision for “net shrinkage 
in the value of assets arising from the differ- 
ence in the aggregate value of assets forming 
part of the decedent’s gross estate on the date 
of death and the aggregate value of such assets 
one year thereafter.” An amendment to the 
Code should grant an executor the option of 
valuing a gift included in the estate as of the 
date of death where the value of the asset 


’ has appreciated during the intervening pe- 


riod. Since our courts have upheld the Com- 
missioner in determining that gifts were in 
contemplation of death, although made as 
far back as ten or twelve years prior to 
death,’ it is readily conceivable that during 
such interval the economic status of a donee 
may have changed considerably. Thus, 
transferee liability with the valuation of 


lease of a power of appointment or beneficiary 
who receives or has on the date of the decedent’s 
death, property included in the gross estate 
under section 811 (b), (c), (d), (e), (f), or (g), 
shall be personally liable for such tax to the 
extent of the value of such property includible 
in the gross estate.”’ 

5 “Reg. 105, Sec. 81.102 Remedies for collec- 
tion and administrative proceedings for enforc- 
ing liability of a transferee or fiduciary.—(a) 
Remedies for collections.—Three remedies are 
provided for the collection of the estate tax im- 
posed by the Internal Revenue Code: ... (3) 
The personal liability of the executor and of 
certain transferees, trustees, and beneficiaries, 
set forth in section 81.99, may be enforced by 
any appropriate action.’’ 

6 Twelve years—Schwartz [CCH Dec. 15,982], 
9 TC —, No. 38 (1947); ten years—Pate v. Com- 
missioner [45-2 ustc { 10,214], 149 F. (2d) 669 
(CCA-8); eight years—Worcester County Trust 
Company v. U. 8. [41-1 ustc J 10,006], 35 F. Supp. 
970 (DC Mass.); eight years—Martin [CCH Dec. 
13,618(M)], 2 TCM 1063 (1943); five years— 
Slifka v. Johnson [45-1 ustc { 10,205], 63 F. 
Supp. 289 (DC N. Y.); five years—Russell v. 
U. 8. [41-1 ustc § 10,050], 38 F. Supp. 438 (Ct. 
Cls.); five years—Herron v. Driscoll [43-2 ustc 
7 10,056], 137 F. (2d) 653 (CCA-3), cert. den. 
321 U. S. 164; five years—Colorado National Bank 
of Denver [38-2 ustc f 9551], 305 U. S. 23. 
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property as of the date of death would result 
in great hardship to the transferee. The 
proposed amendment, while continuing such 
transferee liability, would yield the same 
form of equitable relief as is presently af- 
forded by Section 811 (j) for the shrinkage 
in value of the property. 


The proposal for integration and correla- 
tion of the estate and gift taxes with the 
income tax, issued by the Advisory Com- 
mittee to the Treasury Department and by 
the Office of the Tax Legislative Council, is 
silent on the question of transferee liability, 
but makes provision for meeting the prob- 
lem under discussion. This proposal pro- 
vides that the estate tax be the difference 
between the tax at rates prevailing at the time 
of death on the gross estate, consisting of 
the corpus at the time of death plus gifts 
during life, and the tax at rates prevailing 
at the time of death on the sum total of 
gifts during life." Credit against the estate 
tax is to be given for gift taxes theretofore 
paid. The proposal fixes valuation as of the 
date of completion of the gift,® the date of 
death or the optional valuation date.’ 

The proposal further provides, in Section 
X16," that the gross estate include gifts 
made within the calendar year of death, even 


7 **Proposed Chapter 4A Integrated Transfer 
Tax 


‘Sec. X5—Computatiion of Tax 


‘*(a) Rate of Tax—The tax for each calendar 
year shall be an amount equal to the excess of 


(1) a tax, computed in accordance with the 
Rate Schedule set forth, in the aggregate sum 
of the net transfer for such calendar year and 
of the net transfers and net gifts as described 
in section 1003 for each of the preceding cal- 
endar years, over 


-**(2) a tax, computed in accordance with the 
said Rate Schedule, on the aggregate sum of 
the net transfers and such net gifts for each of 
the preceding calendar years.”’ 


8 ‘Sec. X6—Transfers of Property 


“If the transfer is made in property, the value 
thereof at the date of gift or the date of death 
(except as otherwise provided in section ——) 
whichever is. applicable, shall be considered the 
amount of the transfer. 


“In addition, the date of completion of the 
transfer has certain collateral tax consequences. 
For example: the value of the transfer property 
is determined by reference to that date.’’ 


® “‘Sec. X6 of Chapter 4A states generally that 
if the transfer is made in property, the value 
there at the date of gift or the date of death. 
whichever is applicable, shall be considered the 
amount of the transfer. This section is com- 
parable to present section 1005, dealing similarly 
with the valuation of gifts in property. The 


though made in contemplation of death. The 
limitation that gifts in contemplation of 
death have been made within one year prior 
to the transferor’s death, is made completely 
clear by the following illustration: 


“A makes a transfer in contemplation 
of death in 1945 and dies in 1948. Although 
the transfer in 1945 was made in contem- 
plation of death, the value of the transferred 
property is not includible in A’s gross 
estate, since the transfer was not made with- 
in one year prior to death.” 


Pursuant to the proposal, all gifts in con- 
templation of death made more than one 
year prior to death would be excluded from 
the gross estate. This probably would be 
socially and economically undesirable, in so 
far as it would create a means for definite 
avoidance of estate taxes. 


Conclusion 


An amendment of the Code to extend 
Section 811 (j) so that executors may have 
the option of valuing gifts made in contem- 
plation of death as of the value on the date 
of gift, the date of death or one year after 
death, would create a more equitable estate 
tax burden. [The End] 


draft contains an exception by way of a cross 
reference designed to indicate that in case of 
transfers at date of death, the transferor’s estate 
may avail itself of optional valuation. The sec- 
tion referred to is left blank because the draft 
does not include any provision on optional val- 
uation. See Internal Revenue Code, section 811 
(j); Reg. 105, Section 81. It is contemplated 
that value will be ascertained in accordance with 
the criteria of existing law, as established by 
the applicable statutes, regulations and deci- 
sions.”’ 


10 **‘Sec, X16—Gross Estate 


“The gross estate of the transferor at his 
death shall be determined by including the 
value at the time of his death of the following 
property, real or personal, tangible or intan- 
gible, wherever situated, except real property 
situated outside of the United States. 


‘‘(c) Gifts within the calendar year of death, 
etc.— 


(1) Property to the extent of the interest 
therein of which the transferor has disposed by 
gift as provided in sections X and XII, within 
the calendar year in which the transferor has 
died; 


**(2) Property which the transferor has dis- 
posed of by gift within one year prior to the 
transferor’s death but prior to January 1, 1948, 
to the interest therein includible under section 
811 (c) or (d) (5) by reason of contemplation 
of death.”’ 


February, 1948 @ T A E S — The Tax Magazine 





t his 
xy the 
wing 
ntan- 
perty 


leath, 


terest 
ed by 
vithin 
r has 


s dis- 
o the 

1948, 
ection 
lation 


‘TAX CONSEQUENCES 


OF EMPLOYEES’ STOCK OPTION PLANS 


MILTON ROSS . . 


an attorney who is associated with 


the law firm of Greenbaum, Wolff & Ernst in New York City 


} ECENT COURT DECISIONS and 
- Treasury rulings relating to employee 
stock options impose income tax conse- 
quences, and possibly gift tax consequences, 
sufficiently serious to detract greatly from 
such option plans as benevolent labor-man- 
agement relations devices. It is no longer pos- 
sible to conceal compensation by putting it into 
the form of options to buy the employer’s stock 
at prices far below the market. Employers 
who seek to benefit employees by offering 
them an opportunity through gratuitous op- 
tions to buy stock at nominal prices, may 
well be subjecting their employees to taxes 
on income which they never put into their 
pockets. On the other hand, there are im- 
portant tax advantages to corporate em- 
ployers in such plans, but these are offset in 
part by practical considerations. 


Employee stock option plans have taken 
almost as many different forms as there are 
corporate employers. The following signifi- 
cant features are generally to be found: 


1. The employee usually pays nothing for 
the option itself. 


2. Options are generally given to a limited 


number of employees chosen by the cor- 
porate employer on the basis of factors con- 
nected with future or past employment. 


3. The price at which the option may be 
exercised (option price) is generally lower 
than or equal to the market value of the 
stock on the date when the option is given 
(option date). Where option price equals 
market value on the option date, prospects 
of increase in market value before the ex- 
ercise date or expiration date of the option are 
usually very good. The option price is usually 
below market value on the exercise date. 


4. The option often contains the restric- 
tion that it may be exercised only if the 


Employees’ Stock Option 


employee remains in the corporation’s em- 
ploy until the exercise date or the expira- 
tion date, or some other specified date. The 
continued employment furnishes the neces- 
sary technical consideration for the option; 
where no condition of continued employ- 
ment exists, the option is deemed to be ad- 
ditional compensation for past services. 


‘ Many options are freely transferable by the 


employee, but transfer of the option does not 
operate to destroy the conditions as to con- 
tinued employment. 


The tax consequences of the presence of 
some or all of the above features in an em- 
ployee stock option plan are discussed below. 


Income Taxes 


The Treasury Department’s policy with re- 
spect to the taxability of compensation by way 
of employee stock options issued after Febru- 
ary 12, 1946, has been announced as follows :’ 


(a) No tax is payable by the employee 
and no deduction is to be taken by the cor- 


poration by virtue of the mere granting of 
the option.” 


(b) The employee receives taxable ordi- 
nary income by way of compensation when 
he exercises the option, to the extent of the 
spread between the option price and the fair 
market value of the stock on the date when 
he is unconditionally entitled to receive de- 
livery of the stock.’ 


(c) If the employee transfers the option— 


1. In an arm’s-length transaction, he re- 
ceives taxable ordinary income by way of 


1 = T. 3795, April 12, 1946. 

?Special ruling dated September 12, 1947 
(United Air Lines, Inc.) [474 CCH { 8637]. 

3 As to the taxable year of receipt of such in- 


come, see Commissioner v. Smith [4 
1 9253], 324 U. S. 696. — 
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compensation to the exent of the fair market 
value of the consideration received for the op- 
tion when that consideration is received; or 


2. In less than an arm’s length transac- 
tion, he receives taxable ordinary income in 
two stages: (i) at the time of the transfer, 
to the extent of the fair market value of 
the consideration received for the option; 
(ii) at the time when the transferee exercises 
the option, to the extent of the spread be- 
tween the option price and the fair market 
value of the stock when the stock is received 
and the price is paid, less the consideration 
received by the employee for the option. 


(d) The employee realizes no deductible 
loss by reason of the nonexercise of the op- 
tion if he paid no consideration for it. If 
the employee did give consideration for the 
option, then he realizes a loss by reason of 
the nonexercise of the option to the extent 
of the consideration given. The loss is 
stated to be deductible under Section 23 (e), 
and it would probably be limited to a capital 
loss under Section 23 (g) (2). 


(e) The corporation is entitled to an ordi- 
nary business deduction to the full extent to 
which the employee is deemed to receive 
taxable compensation. The deduction is to 
be taken in the taxable year when the em- 
ployee is deemed to have received the income. 

Consideration of the income tax conse- 
quences of a stock option plan cannot end 
with the Treasury ruling, however, since 
that ruling is open to serious challenge. The 
taxpayer who seeks to challenge the ruling 
must expect expensive litigation since the 
Tax Court has seemingly sustained its 
validity in one case,‘ although it seems to 
have recognized its fallacies in two others.* 


Smith Case 


The present law on employee stock op- 
tions stems from Commissioner v. Smith, 
[45-1 ustc J 9187], 324 U. S. 177 (1945), re- 
hearing denied [45-1 ustc J 9253] 324 U. S. 


695° The facts in the Smith case were as 
follows: Smith was an employee of a cor- 
poration which was reorganizing an affiliate. 
As compensation for services, the corpora- 
tion gave Smith an option to buy the affiliate’s 
stock at ten cents per share. On the date of 
the option the market price of the stock did 
not exceed the option price; but when the 


4 Wanda v. Van Dusen [CCH Dec., 15,625], 8 
TC 388 (appeal to CCA pending). ~ 

5 Lewis L. Strauss [CCH Dec. 15,787], 8 TC 
1058 (appeal to CCA pending); J. H. McEwen 
[CCH Dec. 15,140], 6 TC 1018. 

6 The Tax Court, in the Van Dusen case, su- 
pra, subsequently indicated that prior decisions 
are no longer authoritative. 
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option was exercised in later years, the 
market price was substantially higher. The 
option itself had only “negligible” or “nominal” 
value. The Tax Court held that Smith re- 
ceived ordinary taxable income in the years 
when the option was exercised. The Su- 
preme Court affirmed, laying down the fol- 
lowing guiding principles: 


1. “Section 22 (a) of the Revenue Act is 
broad enough to include in taxable income 
any economic or financial benefit conferred 
on the employee as compensation, whatever 
the form or mode by which it is effected.” 


2. Compensation may be paid in the form 
of property, and will be taxable to the extent 
of the fair market value of the property (if 
any) less any consideration paid by the em- 
ployee. “In certain aspects an option may 
be spoken of as ‘property’ in the hands of 
the option holder. . . . When the option 
price is less than the market price of the 
property for the purchase of which the op- 
tion is given, it may have present value and 
may be found to be itself compensation for 
services rendered.” 


, 3. Since the Tax Court found as a fact 
that the option was given to Smith as com- 
pensation (this finding was apparently deemed 
to be binding under the Dobson rule)," and 
since the option itself had no value, the com- 
pensation could consist only of either (a) 
the sales price of the option if it was subse- 
quently sold, or (b) the spread between the 
option price and fair market value when the 
option was exercised, the price was paid and 
the stock was received.® 


The Smith case lays down no new legal 
doctrines. The conferring of financial and 
economic benefits has long been deemed a 
form of taxable compensation.’ The value 
of property transferred to an employee in 
consideration of services has likewise been 
treated as taxable compensation.” It is also 
the law that a cash basis taxpayer is taxable 
on income only when the income is received. 
All that the Smith case can mean, therefore, 
is that no income is received by a cash basis 
taxpayer when he receives valueless prop- 
erty, and that in employee stock option 
situations a valueless option is merely a form 


7 Dobson v. Commissioner [44-1 ustc § 9193], 
321 U. S. 231. 

8 See footnote 3, supra. 

°E. g.. payment of insurance premiums by 
employer—Yuengling v. Commissioner [4 ustc 
1257]. 69 F. (2d) 971; payment of income taxes 
by employer—Old Colony Trust Company . 
Commissioner [1 ustc 408], 279 U. S. 716. 

1% E. G., stock given to employee—Allen v. 
Commissioner [39-2 ustc f 9755], 107 F. (2d) 151; 
Regulations 111, Section 29.22 (a)-1; Regula- 
tions 111, Section 29.22 (a)-3. 
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of delayed compensation, which compensa- 
tion is received by the employee and taxable 
when he converts the option into an eco- 
nomic benefit. On the other hand, if the 
option has value, it is just another form of 
property and is taxable under the usual rules 
pertaining to compensation paid in property. 
Such is the law with respect to compensa- 
tion paid in notes—if the notes have a 
present discount or market value, they are 
immediately taxable at face value; but if they 
are valueless when received, they are tax- 
able as ordinary income when paid.” 


Van Dusen Case 


The Smith case has received one important 
extension by the Tax Court in Wanda V. 
Van Dusen to the effect that even if the 
option has real value|when given, the com- 
pensation may still consist of economic bene- 
fits resulting from conversion of the option 
into stock if the surrounding circumstances 
show that the option was merely a form of 
delayed cetigeneinngl In the Van Dusen 
case, the employee received an option from 
a corporate officer to buy fifty shares of the 
corporate employer’s stock per month for 
ten years-at a price of $5 per share. The 
option was freely transferable, but was ex- 
ercisable only as long as Van Dusen re- 
mained in the employ of the corporation. 
The market price of the stock on the option 
date ranged between 874 and 9%, and when 
the stock was acquired the option price was 
one third to one fourth of the market price. 
The Tax Court held that in view of the fact 
that the option was exercisable only if Van 
Dusen remained in the employ of the cor- 
poration, the economic benefit resulting from 
profitable conversion of the option was “con- 
nected with, or conditioned on, rendering 
services and thus connected with his em- 
ployment.” The economic benefit therefore, 
was, compensation for services, and ordinary 
income when the stock was received. 


Three employee trust cases confirm these 
views: Joseph W. Frazer [CCH Dec. 14,493], 
4 TC 1152, aff'd [46-2 ustc J 9348] 157 F. 
(2d) 282; Julian Robertson [CCH Dec. 
15.156], 6 TC 1060; J. H. McEwen [CCH 
Dec. 15,140], 6 TC 1018. In the Frazer and 
Robertson cases, the court held the employees 





1 Regulations 111, Section 29.22 (a)-4; Schlem- 
mer v. U. 8. [38-1 ustc § 9041], 94 F. (2d) 77. 

2 Supra, footnote 4. 

8 By contrast, where the option is given as an 
inducement to enter into a contract of employ- 
Ment but is not connected with continued em- 
ployment, it is not compensation, but a bargain 
purchase. James M. Lamond [CCH Dec. 14,972 
(M)], 5 TCM 51 (1946).— 
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to be taxable on income from the trusts 
when the funds were distributed, and not 
when the employer paid the funds into the 
trust, because the employees. did not have 
an unconditional and unlimited right to de- 
mand distribution.* Thus, the trust funds 
were delayed compensation. By contrast, in 
the McEwen case, the trust was a mere con- 
duit and the employee could have demanded 
his share of the trust proceeds at will. The 
economic benefit was thus conferred upon 
the employee immediately upon payment of 
the funds into the trust by the employer, 
and there was no delayed compensation. 


Strauss Case 


The same rule is discernible in Lewis L. 
Strauss." In compensation for services in 
developing the Kodachrome process, Strauss 
was given an interest in the process, which 
he fully assigned to his wife. In subsequent 
years, when royalties were paid, the Com- 
missioner sought to tax them to Strauss. 
This the Tax Court rejected on the grounds 
that the taxpayer had completely divested 
himself of the asset and had not merely 


- assigned the inc6me, thus distinguishing 


Helvering v. Horst [40-2 ustc J 9787], 311 
U. S. 112, and Helvering v. Eubank [40-2 ustc 
7 9788], 311 U. S. 122. One judge, citing the 
Smith case, dissented on the ground that the 
taxpayer had not sustained his burden of 
proving that the “property” (i. e., the interest 
in the process) was the compensation and not 
the royalties. Implicit in the majority opinion, 
therefore, must be the finding that the com- 
pensation was the interest in the process, 
and not the delayed compensation in the 
form of royalties. The interest was uncon- 
ditional, and the royalties were not con- 
nected with continued employment. 


Two Forms of Compensation 


The Van Dusen case apparently overlooked 
one important implication of the Smith case, 
namely, that an employee stock option might 
constitute two forms of compensation. 
Where the option itself has value, the Smith 
case says, it is property, and may in itself 
be compensation. In the Van Dusen case no 
valid reason is discernible for not consider- 
ing the value of the option on the option 
date as taxable compensation. It is to be 
noted that the Tax Court made no finding 
of fact as to whether’ the option had value 





144Cf. Commissioner v. Smith, supra, foot- 
note 3. 

18 Supra, footnote 5. See also Sunnen v. Com- 
missioner [47-1 ustc { 9237], 161 F. (2d) 171; 
cert. granted. 


139 


- 


on the option date in the Van Dusen case. 
(One possible interpretation of the case is 
that the option had no value, despite the 
spread between option price and market 
price, because of the defeasibility of the 
option if the grantee left the corporation’s 
employ. This is hardly tenable since de- 
feasible property rights have been held to 
have taxable value.) The reasoning of the 
Smith and Van Dusen cases would still be 
applicable: i. e., in view of the connection 
between the option and continued service, 
there would again be taxable income upon 
the realization of economic benefit by con- 
version of the option into stock. The prac- 
tical consequence would be to keep the 
employee in lower tax brackets by spreading 
income over several years, since the value 
of the economic benefit from conversion 
should logically be diminished by the taxable 
value of the option when received. 


1. T. 3795 


In any event, the Treasury ruling as to 
the taxability of stock options (I. T. 3795) 
seems to miss the point of the Smith and 
Van Dusen cases entirely. The ruling is, by 
its terms, applicable to all employee stock 
options without regard to the value of the 
option when given or the nature of the op- 
tion as a form of delayed compensation. It 
is submitted on the basis of the foregoing 
discussion that the I, T. ruling is invalid to 
the extent that it applies to an employee 
stock option which has a computable or 
market value on the date of the option, and 


which is freely exercisable or transferable | 


without regard to continued services or em- 
ployment by the grantee of the option. 

On the basis of the foregoing discussion, 
I see the following income tax consequences 
in a stock option plan containing the features 
mentioned at the beginning of this article: 


1. Upon the granting of the option. The 
spread (if any) between option price and 
market price on the option date raises the 
question of whether the option has an im- 
mediate taxable value. It is my opinion that 
it has such value, notwithstanding that the 
option is defeasible by a break in employment. 


Valuation 


This immediately raises a problem of valu- 
ation. The Smith case indicated that an op- 
tion could have value if there was a spread 
on the option date, but it does not neces- 
sarily follow that the full amount of spread 
is the value. The existence of a great num- 
ber of transferable options should, by the 


law of supply and demand, depress the mar- 
ket value of such options. Indeed, since the 
effect of an option plan in which large num- 
bers of employees participate is to dilute 
the stock interests, the value of the corpo- 
rate stock logically should decrease, thus 
decreasing the value of the option. Where 
the stock is listed on an exchange, an actual 
market value probably can be established in 
practice. 


Whatever the value may be, that value 
should be taxable as ordinary income imme- 
diately upon receipt of the option. I. T, 3795 
does not by its terms preclude such a possi- 
bility, although the implication of that ruling 
and the ruling in United Air Lines, Inc. is to 
preclude it. Treasury policy probably will 
be guided by the total amount of tax col- 
lectible under various theories. 


Possible Losses 


_ This, in turn, raises questions as to pos- 
sible losses: 


(a) Upon nonexercise of the option at expi- 
ration date. The option being “property” 
with a determined taxable value, the de- 
struction or depletion of that asset by non- 
exercise should be a deductible capital loss 
under Sections 23 (e) and 23 (g) (2), meas- 
ured by the taxable value of the option on 
the option date. The option appears to be 
a peculiar form of wasting asset which be- 
comes completely worthless at a single mo- 
ment, i. e., the expiration date. 


(b) Upon transfer of the option. I. T. 3795 
provides that the consideration received for 
the transfer is to be diminished by the con- 
sideration (if any) paid by the employee for 
the option. If the option had an immediate 
taxable value on the option date, that value 
logically should serve also to reduce the 
taxable compensation resulting from sale of 
the option.” 


(c) The most difficult question is whether 
the employee suffers any loss if he effectively 
exercises the option at a time when the 
spread is smaller than the spread or value 
when he received the option. No clue is 
discernible in any reported authority. 


Delayed Compensation 


2. Upon effective exercise of the option. 
Where the option contains a condition that 
the employee must be in the corporation’s 
employ at some time subsequent to the 
option date, there is a sufficient connection 
with employment to view the option as de- 


16 Cf. O’Meara [CCH Dec. 15,683], 8 TC 622. 
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layed compensation. The spread between 
market price and option price will be taxable 
as ordinary income. This would be true even 
though the option itself had taxable value 
on the option date. While the latter taxable 
value should reduce the amount of income 
received by virtue of the exercise of the 
option, whether such rule will be applied is 
still a matter of speculation, so that a double | 
tax is a possibility to be considered. <" 

On the other hand, if an option having a 
yalue on the option date contains no condi- 
tions as to continued employment, it is diffi- 
cult to see how any “delayed compensation” 
theory could be applicable. The option 
would, in such cases, be additional compen- 
sation for past employment, and only the 
value of the option on the option date should 
be taxable as ordinary income by way of 
compensation. Upon the exercise of the 
option, there is at most an exchange of 
option for stock, and the spread should logi- 
cally be a capital gain. 


Transfers 


4 


3. Upon arm’s-length transfer of the option. 
For the same reason, the proceeds of sale 
of options containing conditions as to future 
employment should be taxable as ordinary in- 
come. The same considerations as to possible 
reduction of income or double tax apply here. 

4. Upon less than arm’s-length transfer of 
the option. The proceeds of sale of options 
containing conditions as to future employ- 
ment should be taxable as ordinary income. 
There will again be an additional receipt of 
ordinary income by the employee when the 
transferee exercises the option, to the ex- 
tent of the spread at that time less the 
previous option sale proceeds.” The same 
considerations as to possible reduction of 
income or double tax apply here. 


One tax-saving device might be available 
here. Where permitted by the terms of the 
option, the employee might “sell” his option 
in a transaction not at arm’s length toward 
the close of the taxable year and the trans- 
feree might exercise it in the next taxable 
year. The employee’s taxable income would 
then be spread over two taxable years, per- 
haps keeping him in lower brackets. The 
option “sale” price could be set so as to 
reap the greatest tax advantages. 


“In view of the condition, such a transfer of 
the option would probably be only an assign- 
ment of a right to receive future income. Hel- 


—— v. Horst, supra; Helvering v. Eubank, 
upra. 


Employees’ Stock Option Plans 


Sale of Stock 


5. Upon sale of the stock acquired by use 
of the options. This would be a normal capi- 
tal transaction with capital gains and losses. 
The cost basis of the stock to an employee 
would be the option price plus the aggregate 
of the amounts included by the employee as 
income received under the foregoing situa- 
tions.” The cost basis of the stock to a 
transferee of the option would be the option 
price plus any consideration paid for the 
option. To what extent the “double tax” 
value problem affects cost basis, is a matter 
of speculation. 


Deductions by Corporation 


The corporation is entitled to ordinary 
expense deductions to the full extent that 
the employee is deemed to have received 
ordinary income. The deductions must be 
taken for the year when the employee re- 
ceives the income. In view of this require- 
ment, the option should provide that the 
corporation be notified of any transfer of 
the options and the terms thereof. There 
may be some practical difficulties, from the 


‘ corporation’s point of view, with respect to 


deductibility of the spread when the option 
is exercised by a non-arm’s-length transferee.” 


Withholding Tax 


Since the theory under which the employee 
is deemed to receive taxable ordinary income 
and the employer is entitled to an ordinary 
deduction, is that the employee receives an 
economic benefit by way of “compensation,” 
the employer should be required to withhold 
tax,” and would be liable for the tax if it is 
not paid by the employee.” In addition to 
valuation and policing burdens sufficiently 
great in practice to cause some employers 
seriously to consider giving up some deduc- 
tions available to them, this requirement also 
imposes certain important non-tax disad- 
vantages. The only fund out of which tax 
can be withheld is the employee’s weekly 
wage; but he will be dubious about his 
bonanza if his weekly wage is depleted by 


18 Regulations 111, Section 29.22 (a)-1. 

1” This deductibility feature raises a serious 
non-tax consideration. The corporate book en- 
tries reflecting the payment of compensation to 
employees in order to make possible tax deduc- 
tion, may have the effect of depleting the sur- 
plus accounts available for distribution as 
dividends. This problem is beyond the scope 
of this article. 

2 Internal .Revenue Code, Section 1621 (a); 
Regulations 116, Section 405.101 (a). 

2 Code Section 1623; Regulations 116, Section 
405.301. 
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withholding, especially if he cannot afford 
to exercise the option. Thus, the plan is 
weakened as a labor-relations aid. Again, 
the employer may not withhold tax based 
on the value of the option on the option 
date; but if the courts ultimately should hold 
that there is taxable compensation by virtue 
of the mere granting of the option, the em- 
ployer, who may already have lost a deduc- 
tion, will in addition be liable for failure to 
withhold. 


Gift Taxes 


While Commissioner v. Smith, supra, holds 
that an option may be compensation, and 
that the spread between option price and 
market price is compensation when the stock 
is received, that case does not necessarily 
preclude the possibility that a gift tax may 
be imposed in a proper case. The possibility 
is opened by a unique decision of the Second 
Circuit in Farid-es-Sultaneh v. Commissioner.” 

The Sultaneh case involved the capital 
gains basis of property acquired by the tax- 
payer under a prenuptial agreement. The 
Commissioner, relying on Commissioner v. 
Wemyss [45-1 ustc J 10,179], 324 U. S. 303, 
and Merrill v. Fahs [45-1 ustc ¥ 10,180], 324 
. U. S. 308, contended that the property had 
been acquired by gift. The contention was re- 
jected by a divided court, the majority hold- 
ing that those cases defined gifts for gift 
and estate tax purposes only. Said the court: 
“In our opinion the income tax provisions 
are not to be construed as though they were 
in pari materia with either the estate tax law 
or the gift tax statutes.” The court pointed 
out that the gift tax statutory definition in- 
cludes only transfers “for less than an ade- 
quate and full consideration in money or 
money’s worth,” and, by implication, holds 
that for income tax purposes “gift” retains 
its common-law meaning. (47 Columbia Law 
Review 1073.) The further implication is 
that a transfer for “less than an adequate 
and full consideration,” while not a gift for 
income tax purposes, might be a gift for gift 
tax purposes. 

The problem is not met by the argument 
that a “gift” by a corporation would be an 
ultra-vires act, so that a “bargain sale” of 
stock to employees is not a gift to the 
extent of the “bargain,” but compensation. 
The transaction might not be a common-law 
gift, and yet might be a gift within the statu- 
tory definition for gift tax purposes. 


22 [47-1 ustc { 9218] 160 F. (2d) 812 (April 12, 
1947). The Solicitor General has announced that 
no petition for certiorari will be filed. 
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Criteria for Gifts 


The answer comes from two chief sources: 


(a) Donative intent. This element is usu- 
ally lacking in employer-employee transac- 
tions. The “gift” is usually made by the 
employer in order to secure a return in 
terms of loyalty, increased efficiency, greater 
interest in the employer’s affairs, etc. 


(b) Adequate and full consideration. From 
the employer’s point of view, the expecta- 
tion of the return is adequate and full con- 
sideration for the “gift.” The Regulations 
are a stumbling block, however, since they 
provide (Regulations 108, Section 86.8) that 
“a consideration not reducible to a money 
value is to be wholly disregarded.” 
On the other hand, cases prior to the Sultaneh 
case indicated that the gift tax is inappli- 
cable where the “gift” is made as “addi- 
tional compensation.” * 


The foregoing discussion is largely aca- 
demic to many corporations since the gift 
tax statute does not impose a tax on gifts 
by corporations. (Code Section 1,000 (a); 
Paul, Federal Estate and Gift Taxation, Vol- 
ume IT, Section 16.05.) While the Regula- 
tions (Regulations 108, Section 86.2 (a) (1)) 
seek to pierce the corporate veil and im- 
pose the tax on the stockholders where the 
corporation makes an otherwise taxable gift, 
Paul (ibid.) believes that Treasury policy 
is to confine such taxation to closely held 
corporations. There would indeed be serious 
constitutional difficulties in applying such a 
theory to gifts by large corporations whose 
stock is widely held. 


If the employee makes an unconditional 
and complete gift of his option, a gift tax 
should immediately be payable. If the op- 
tion had an immediate taxable value when 
issued, the gift tax should be based on at 
least that value. The Treasury may well 
contend that since the option is merely a 
form of delayed compensation, the value of 
the gift should be measured by the amount 
of spread on the exercise date if the donee 
exercises the option.™ 


Similar tax consequences logically should 
flow from non-arm’s-length “sales” of op- 


3%E. g., Hlizabeth C. Morrow [CCH Dec. 
13,294], 2 TC 210. 

24 See footnote 17, supra. The distinction made 
in the Strauss and Sunnen cases would be inap- 
plicable since the option is defeasible by a break 
in employment, so that it is impossible for the 
employee to divest himself completely of the 


asset or control over the right to receive income 
therefrom. 
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tions. The “sale” price may well not be 
“adequate and full consideration” for the 
granting of the option. Such a contention 
could be overcome, perhaps, by proof that 
the price was equal to the “value” of the 
option because of its defeasibility. The 
problem is similar to that of valuation of 
stock subject to sales restrictions, where the 


restriction is treated as at least a criterion 
of value.* {The End] 


2% E. g., Raymond J. Moore [CCH Dec. 14,067], 
3 TC 1205. In arm’s-length restriction cases, the 
restriction price is held to be the true value. 
E. g.: Wilson v. Bowers [1932 CCH { 9214], 57 
F. (2d) 682; Lomb v. Sugden [36-1 ustc { 9158], 
82 F. 166; Commissioner v. Bensel [38-2 ustc 


{| 9593], 100 F. (2d) 639. 





PENNSYLVANIA TAX INSTITUTE 


In December, 1947, Pennsylvania tax men organized the Pennsyl- 
vania Tax Institute, whose purpose is to present lectures and discussions 
on taxation as applied under the laws of Pennsylvania. 


The Institute is not designed as a course in taxation, but rather 
as a forum for attorneys, accountants, trust men, life underwriters and 
business executives, at which technical studies are presented and current 


problems occurring in daily practice may be discussed, to the benefit 
of all. 





The Institute is jointly sponsored by the following organizations: 
Bank and Trust Company Tax Association of Philadelphia 
Corporate Fiduciaries Association of Philadelphia 
Pennsylvania Bankers Association—Trust Section 
Pennsylvania Bar Association 

Pennsylvania Institute of Certified Public Accountants 
Philadelphia Chamber of Commerce 

Philadelphia Life Insurance and Trust Council 

Temple University Law School 

Union League Tax Luncheon Group 

University of Pennsylvania Law School 


Responsible for the planning and arrangements is the Board of 
Advisors, whose members are: 


Leighton P. Stradley, Esq., Chairman of Stradley, Ronon, Stevens 
& Young 
onal Benjamin F. Boyer, Esq., Dean of Temple University Law School 
tax Paul F. Bruton, Esq., Professor of Law, University of Pennsylvania 
op- Law School 
shen William M. David, Vice-President of the Pennsylvania Company for 
» ot | Banking & Trusts 
well W. Curtis Drake, Provident Trust Company of Philadelphia 
sige | Ralph E: Evans, Esq., McNees, Wallace & Nurick, Harrisburg 
il | Kenneth W. Gemmill, Esq., Barnes, Dechert, Price, Smith & Clark 
Russell H. Mack, Professor of Economics, Temple University 
— | James J. Mahon, Jr., CPA, Lybrand, Ross Brothers & Montgomery 
—— Charles H. Smith, CLU, Penn Mutual Life Insurance Company 
Clarence L. Turner, CPA, Turner, Crook & Zebley 
ould Louis W. Van Meter, Vice-President of the Provident Trust Com- 
op- pany of Philadelphia 


The meetings were held in Philadelphia from December 8 to 
December 12 each morning aid afternoon. At the beginning of each 
session, an outline of each lecture, including general topic headings 
and relevant references or citations, was available, and the lectures were 
later printed in a single volume. 
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BRITAIN’S 


Counter-Inflationary Budget 


By 


JOHN KINGSLEY 
LONDON 


AS WAS CLEAR when the recent import 
“\ reductions and export drive were planned, 
it was a natural corollary that Britain would 
have to take active measures to curb the 
inflationary tendencies which would auto- 
matically follow the cuts in home-consumer 
goods. The interim budget of mid-Novem- 
ber was the first major anti-inflationary step. 
On a purely accounting basis, there was no 
need to increase British taxation. It was 
abundantly clear well before the interim 
budget that there would be a substantial 
surplus of revenue over expenditure in the 
current financial year to next March 31— 
in the first thirty-two weeks revenue of 
£2,013,000 ($8,052,000) exceeded expenditure 
by £253,000,000 ($1,012,000,000), or reached 
within £5,000,000 ($20,000,000) of the esti- 
mated surplus for the year. With tax col- 
lections progressing very well and definite 
possibilities that some expenditure items will 
drop off, the position, looked at solely from 
the viewpoint of a surplus, is very good. 
But that is not enough to provide the neces- 
sary inflationary brake. 


The choice before the Chancellor of the 
Exchequer was not easy. His interim bud- 
get, to be fully effective, had to mop up as 
much surplus spending potential as possible, 
and at the same time avoid doing anything 
to curb incentives to greater production or 
to give cause for demands for wage in- 
creases. Whatever the measures, criticism 
and calls for still more drastic action were 
bound, of course, to result. 


Success of Interim Budget 


By and large, the interim budget has 
steered a successful and practical course 
through shoals of difficulties. It was pre- 
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sented at an awkward time of Britain’s 
financial year— with seven and one-half 
months gone, the effects will not be fully 
apparent for some months ahead. For this 
reason, the various changes will produce 
only an estimated £48,000,000 ($192,000,000) 
in four and one-half months to March 31, 
1948, as against £208,000,000 ($832,000,000) 
in a full financial year. It would be unwise, 
however, to consider the effects solely in 
terms of tax revenue. There should be a 
certain amount of psychological effect which, 
if only temporary, will add something to 
the withholding of nonessential expenditure. 
Even with a rebound in spending, there will 
at least be more time in which to find other 
deflationary measures and to move nearer 
to the best corrective of all—greater sup- 
plies of goods for home consumption. 


Food Subsidies 


Aside from actual taxation changes, the 
most important feature of the budget was the 
announcement that food subsidies will not 
be allowed to rise above their current total 
of some £392,000,000 ($1,568,000,000). Any 
increase in the cost of subsidized foods will, 
therefore, have to be paid for from now on 
by the public. If, by the way, the Chan- 
cellor of the Exchequer had followed the 
advice of many of his critics and abolished 
or reduced some or all of the food sub- 
sidies, there would have been immediate 
calls for wage increases, which it would have 
been difficult to resist and which would have 
nullified, if not outweighed, the deflationary 
benefits of the savings. These food subsi- 
dies have been a valuable stabilizer in Brit- 


(Continued on page 155) 
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T IS ESSENTIAL for every person who 


is in business, or who has an income, . 


or who may qualify as a “taxpayer,” to know 
the tax law and have competent assistance. 
Invariably, this assistance is supplied by 
the accountant and the tax attorney, who 
devote considerable time to these matters. 
It is regrettable, though, to see how short- 
sighted tax programs have led to inevitable 
cost and hardship to the taxpayer. This 
generally has been brought about by simple 
lack of knowledge of the law. 


There is a general bugaboo that the Com- 
missioner of Internal Revenue and his large 
host of collectors and agents seek to drain 
the taxpayer of his last tax dollar. From 
my experience, this seems to be far from the 
truth, We must remember that the Com- 
missioner of Internal Revenue must depend 
upon large groups of men in one of the 
largest organized branches of the govern- 
ment. These agents, who work out of the 
offices of the internal revenue agents and out 
of the collectors’ offices, are ordinary, work- 
aday fellows, trying to do their job as best 
they know how in an honest and honorable 
way. Occasionally one will go off half- 
cocked, but that is to be expected. The laws 
are so difficult and complex that the agents 


cannot know them all. We must remember, 
too, that the fellows who work in the field 
do not have unlimited authority and dis- 
cretion. They are bound by the regulations 
issued by the Commissioner of Internal 
Revenue and by the policy established with- 
in the Bureau. Often you will find an agent 
who personally agrees with you, and yet 
must make an adverse and detrimental re- 
port because of regulations or Bureau policy. 
That, however, should not prevent the tax- 
payer from pursuing every right that he be-: 
lieves due and proper. 


To demonstrate briefly how varied the 
laws are, there came to my attention recently 
a provision in the law which applies to op- 
erating loss carry-backs. There is a tre- 
mendous lack of knowledge and understanding 
of the application and scope of this law, not 
so much by the Bureau of Internal Revenue 
as by taxpayers, accountants and tax experts. 
From a study I made of the law, and from 
discussions I have had with numerous ac- 
countants, it appears that they repeatedly 
overlook certain rights of the clients with 
the result that large refunds to which their 
clients are entitled are not obtained. Yet 
I have seen instances where the full rights 
of the taxpayer were pursued, and the re- 


The author, a New York attorney, used the 
material in this article in his recent address be- 
fore the Accountants Association of New York 


Tax Saving 





funds were made promptly by the Collector 
of Internal Revenue. 


I shall outline a few of the items that the 
taxpayer should keep in mind constantly. 
They touch upon such subjects as dividends, 
insurance proceeds to purchase a partner’s 
stock, annuity and deferred compensation, 
annuity and estate planning, reorganizations 
and black market dealings. These points 
will demonstrate how readily a definite tax 
liability results by handling the same trans- 
action in one of two different ways, or by 
seeing how the same transaction can result 
in either taxable or nontaxable income, de- 
pending upon the existence of other factors. 


Dividends 


Section 115 of the Code, dealing with the 
subject of dividends, provides that dividends, 
to be taxable as ordinary income, must be 
out of earnings of the current year, or out 
of earnings as of the beginning of the cur- 
rent taxable year, accumulated since Febru- 
ary 28, 1913. There are several factors 
here to remember. 


(1) The distribution of property which 
has appreciated in value by a corporation 
does not create income to the corporation 
to the extent of the increased value. (Gen- 
eral Utilities and Operating Company [36-1 
ustc J 9012], 296 U. S. 200.) 


(2) In computing to what extent, if any, 
the taxpayer is deemed to have received tax- 
able income, the extent of the earnings of 
the corporation available for dividend pur- 
poses is to be computed without regard to 
the increased value of the property dis- 
tributed. (Timken Estate [44-1 ustc J 9276], 
141 F. (2d) 625.) 


(3) In determining whether the corpora- 
tion has earnings accumulated since Feb- 
ruary 28, 1913, it is necessary to ascertain 
exactly what the actual earned surplus of 
deficit of the corporation was on that date. 
If there was a deficit as of that date, such 
deficit is first used to wipe out or reduce 
the amount of earned surplus which accumu- 
lates thereafter. However, even though, as 
between February 28, 1913, and the begin- 
ning of the taxable year, the corporation 
might have an actual deficit, when combined 
with a situation where the corporation had 
a high earned surplus prior to February 28, 
1913, the corporation might have an actual 
earned surplus since that date for dividend 
purposes. Thus: Corporation A has oper- 
ating deficit of $100,000 as of February 28, 
1913. From February 28, 1913, to Decem- 
ber 31, 1930, it has accumulated earnings 
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of $150,000; from December 31, 1930, to 
December 31, 1946, it has a deficit of $50,000. 
Any distribution it makes cannot be taxed 
as an ordinary dividend out of accumulated 
earnings, even though from February 28, 
1913, to December 31, 1946, it has accumu- 
lated earnings of $100,000. On the other 
hand, if the same corporation had a $100,000 
earned surplus as of February 28, 1913, lost 
$100,000 from February 28, 1913, to Decem- 
ber 31, 1930, and had accumulated earnings 
of $50,000 from December 31, 1930, to De- 
cember 31, 1946, it would be deemed to have 
actually $50,000 of accumulated earnings for 
dividend purposes. (See Charles S. Canfield 
[4 ustc J 1220], 291 U. S. 163, and Estate of 
Bedford [45-1 ustc J 9311], 325 U. S. 283.) 


Before reporting a substantial dividend as 
ordinary income, it is worth while to check 
the history of the corporation. Sometimes 
you find that what seems to be ordinary 
dividends is really return of capital for tax 
purposes to be used to reduce cost basis. 
Samuel Goldwyn did, as will appear from a 
recent Tax Court decision [CCH Dec. 
16,031], and much to his tax benefit. 


Before leaving the subject of dividends, 
one further admonition: Be careful to make 
sure that earned surplus is not tied up in 
capital created by a nontaxable stock divi- 
dend. In a recent case (Sheehan v. Dana 
[47-2 ustc 9348], 63 F. (2d) 316), the 
corporation in earlier years had capitalized 
earned surplus by distributing tax-free stock 
dividends totaling $300,000. In later years, 
the corporation reduced the amount of its 
capital stock and liquidated part of its capital. 
The Eighth Circuit Court held that the pay- 
ments to the stockholders in liquidation of 
their stock were really out of earned surplus 
and hence taxable. Beware before you act. 


Insurance Proceeds 
To Purchase Partner's Stock 


Often in closed corporations two men own 
all the stock. They enter into agreements 
whereby each applies for and pays premiums 
on life insurance on the life of the other. 
The proceeds are used by the survivor to 
buy the stock of the one who dies first. Such 
existing contracts should be reviewed at this 
time. Many such contracts were prepared 
in reliance on the case of Herbert G. Riecker 
[CCH Dec. 14,282(M)], 3 TCM 1293, for 
under that case it was assumed that the pro- 
ceeds were not taxable in the estate of the 
decedent. Recently, in an informal ruling, 
the Commissioner of Internal Revenue, on a 
substantially similar state of facts, took the 
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position that under Section 81.25 of Regula- 
tions 105, the insurance carried on a deceased 
partner’s life by his partner was taxable to 
the deceased partner’s estate on the ground 
that he had “indirectly” paid the premiums. 
The Commissioner relies on the doctrine of 
the reciprocal trust theory of the Lehman 
case [40-1 ustc 79198], 109 F. (2d) 99. 
Whether the Commissioner is right or wrong 
in his ruling, is not for us to determine now. 
The courts will do that later. But taxpayers 
proceed on dangerous grounds if they ignore 
large tax liability. In many instances the 
problem can be worked out by having the 
corporation take out the insurance and pay 
the premiums. The corporation would not 
be taxed on receipt of the proceeds (Section 
22 (b) (1)). Then the corporation should 
buy the stock from the decedent’s estate. 
The same result is achieved by a different 
method and with less taxable risk. Thought 
should be given to reviewing and revising 
agreements touching on this subject. 


Annuity and Deferred Compensation 


Employers paying large salaries to em- 
ployees—e.g., $80,000 or $100,000 a year— 
which the employees do not presently need 
in full and about which they are concerned 
after they reach retirement age, might do 
well to consider some form of deferred 
compensation plan. Virtually every sub- 
stantial employer is familiar with employee 
pension and profit-sharing plans which qual- 
ify under Section 165 of the Code. There 
are some other plans, though, which are ex- 
cellent for individual cases, and which, while 
not qualifying under Section 165, never- 
theless effect substantial tax relief. 


Section 23 (p) of the Code provides that 
if a contribution is made by an employer 
under a stock bonus, pension, profit-sharing 
or annuity plan, or if the compensation is 
paid or accrued on account of an employee 
under a plan deferring the receipt of such 
compensation, such compensation or con- 
tributions are deductible, if they are neces- 
sary or ordinary expenses, to the following 
extent: 


(1) If payments or contributions are made 
into a pension trust or profit-sharing plan 
which is exempt under Section 165 (a), they 
are deductible up to the maximum amounts 
specified in the law. 


(2) If the plan is not a qualified plan 
under Section 165 (a), the payment is de- 
ductible by the employer in the taxable 
year when payment is made if the employee’s 
rights to or derived from the employer’s 
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contribution or compensation are nonfor- 
feitable at the time payment is made. 


(3) Section 165 (c) provides that a pay- 
ment made to a nonexempt trust is to be 
included in the employee’s income for the 
taxable year in which the payment is made 
to the extent that the beneficial interest 
of the employee in the contribution is non- 
forfeitable. 


(4) Section 165 (b) provides that any 
amounts paid into a qualified trust are not 
taxable to the employee until the year in 
which he is in actual receipt of a distribution 
from the trust; then on certain conditions 
such payments received by the employee 
are reportable by him as long-term capital 
gains and not as ordinary income. 


So far, the law is very clear. But now 
let us consider the case of the employee 
who for years makes $100,000 a year, and 
who, the Commissioner concedes, is reason- 
ably worth that much. The board of di- 
rectors says to the employee: “You are 
sixty years old. One of these days you 
plan to retire. We want to look out care- 
fully for you after you retire. We suggest 


. that we make a contract with you for seven 


years, at the end of which time you may 
retire. You agree not to enter a competing 
business. The corporation will pay you 
$60,000 a year for the next seven years. 
After your retirement, the corporation will 
pay you $28,000 a year for ten years. In the 
event that you die prior to the time you 
receive the full benefits of the contract, the 
corporation will pay your estate or bene- 
ficiaries fifty per cent of the sum you other- 
wise would have received.” 


A careful study of the law indicates that 
the corporation would take the deductions 
when the payments are actually made (or 
if it is on the accrual basis, when they ma- 
ture), and the employee needs to report the 
income only when he actually receives it. It 
is most likely that if the employee died with- 
out receiving the full benefits of the contract, 
his estate tax might include the value of the 
contract on the date he died. Eventually 
Section 126 would come into operation so 
that an adjustment would be made between 
eventual income taxes paid by the estate and 
the estate taxes paid. 


A study of the law also indicates to me 
that if an employer, of its own volition, sug- 
gests as part of an employment contract that 
a nonassignable, irrevocable, nonsurrender- 
able and nonforfeitable annuity contract be 
purchased, making the employee or his es- 
tate beneficiaries thereunder, and the em- 


147 











ployer retains the contract in its possession 
and continues as sole owner, there is a slight 
possibility that the employer can-deduct the 
payments in the year that it purchases the 
annuity contract and the employee would 
not have to report income until he is in 
receipt of it. 


Annuity and Estate Planning 


The case of Bertha S. Kann [CCH Dec. 
15,959(M)], 6 TCM —, was handed down 
by the Tax Court in August, 1947. If you 
are well on in years, let us say seventy or 
eighty years old, or have a relative or client 
of that age who owns a block of valuable 
stock in a closely held corporation, you 
ought to read the opinion. In 1939, Bertha 
was seventy-seven years old. She had eight 
children. In that year she transferred a 
block of stock worth $240,000 to the children. 
Each child agreed to pay her $3,000 a year 
while she lived, or $24,000 in the aggregate. 
If Bertha had bought an annuity from an 
insurance company, it would have cost her 
$218,000. On her tax returns for the first 
year the annuity was in operation, Bertha 
reported as income $6,540, which was three 
per cent of $218,000, the amount she would 
have had to pay for a commercial annuity. 
The Commissioner claimed (1) that Bertha 
had a long-term capital gain on the transfer 
and (2) that the correct amount of the an- 
nuity reportable in each year was three per 
cent of the actual cost of $240,000, and not 
three per cent of $218,000. The Tax Court 
ruled on the first issue that an agreement by 
an individual to pay a life annuity has no 
fair market value for purposes of computing 
capital gain. On the second issue, the court 
held that the amount of the annuity reported 
as taxable was correct in the absence of a 
showing by the Commissioner that the ex- 
cess of the value of the stock transferred 
over the cost of a commercial annuity con- 
stituted consideration paid rather than a 
gift. On the main issue, considerable tax 
saving is indicated—at least where an an- 
nuitant dies before full cost has been re- 
couped. In that case, the capital gains tax 
is avoided. Moreover, no estate tax appears 
to be payable on the value of the property 
transferred or the annuity. (See Security 
Trust & Savings Bank [CCH Dec. 3885}, 
11 BTA 833; Estate of Johnson [CCH Dec. 
3469], 10 BTA 411.) The principle of the 
Kann case shows that proper estate planning 
is worth while. 


Burke Case 


The case of Oscar M. Burke [45-2 ustc 
{ 9336], decided by the United States Dis- 
trict Court in 1945, is worth reading. Es- 
pecially if two or more men contemplate 
forming a syndicate or pool, an understand- 
ing of the principles of the Burke case will 
come in handy. Burke in 1929 verbally 
made an agreement with his friend, Warner. 
In substance, Burke said: “Warner, you buy 
the stocks. If there’s a gain, you give me 
fifty per cent of the profit; if there’s a loss, 
I'll pay you fifty per cent of the loss.” A 
number of shares of stock were bought and 
sold. Finally, when they stopped buying 
and selling in 1930, Warner accounted, and 
there was a loss. Warner paid it. Burke, 
who was on a cash basis for tax purposes, 
gave his note to Warner for half the loss. 
Although Burke was then in poor financial 
condition, he was financially able to pay 
the note in whole or in part in every year 
from 1930 to 1940, if he had so desired or if 
Warner had compelled him. Burke paid off 
the note. After Burke filed his tax return 
for 1940 and paid his taxes due, he filed a 
claim for a refund on the ground of a loss 
arising from a transaction entered into for 
profit. The Commissioner of Internal Reve- 
nue denied the claim, and Burke pressed the 
case in the United States District Court. 
It was the government’s contention that 
Burke and Warner were partners in the 
transaction. If this was true, Burke should 
have deducted the loss in 1930, when the 
partnership incurred the loss. In any event, 
the government said, if there had been no 
partnership, Burke must be deemed to have 
been a fifty per cent owner of the stock when 
it was purchased, and Warner had lent him 
the money for this purpose. Under these 
circumstances, Burke should have deducted 
his share of the loss in 1930, when the stock 
was sold. The court denied the govern- 
ment’s position and upheld Burke, the tax- 
payer. Burke contended that he never had 
been a partner, that he never had owned an 
interest in stock, and that he never had bor- 
rowed money from Warner. All he had 
done was enter into a contract. This con- 
tract gave him merely a right of action 
against Warner for debt if there had been a 
profit; likewise, it gave Warner a claim 
against Burke for debt if there had been a 
loss. Under such a contract, Burke said, 
he could not possibly have a deductible loss 
until he paid his debt, because he was on a 
cash basis. The court said Burke was right, 
allowed the deduction for 1940, and gave him 
a refund. The philosophy of this case 
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demonstrates that care must be used in de- 
termining the type of contract to be made. 
Here, on these simple facts, the parties could 
either have had a partnership or have been 
joint owners of stock, or could have estab- 
lished merely a debtor and creditor relation 
between them. 


Carry-Back and Carry-Over Credits 


Another subject with which taxpayers are 
either generally or expertly familiar deals 
with carry-over or carry-back loss credits. 
One recent case brought to light a point of 
law which is well worth remembering. In 
Reo Motors, Inc. [CCH Dec. 16,000], 9 TC 
—, No. 47, the taxpayer sustained a loss in 
1941 from worthlessness of stock in its 
wholly owned subsidiary. Under the 1941 
law, it treated the loss as a capital loss. 
Under the 1942 Revenue Act, amending Sec- 
tion 23 (g), effective for years ending after 
December 31, 1941, such a loss was fully 
deductible. The court held that for pur- 
poses of carry-over to 1942, the loss must 
be treated as required by the law in effect 
in 1941. This case seems to be good law, 
but should not be taken as final. One judge 
dissented, and based his dissent on Moore, 
Inc. [45-2 ustc J 9430], 151 F. (2d) 527. In 
that case the problem was whether a net 
operating loss carry-over should be com- 
puted under the law in effect when the de- 
duction is claimed or under the law for the 
year when the loss is incurred. The court 
there held that the law of the year when 
the deduction is claimed controls. How- 
ever, compare this with the Oscar Burke 
case, supra. In that case, under the law in 
effect in 1929 and 1930, when the transac- 
tions occurred, no partnership existed. Yet, 
as a result of the change in the law which 
took place in 1932 and which has continued 
ever since, the transaction could have con- 
stituted a partnership. The court said the 
law in effect when the transaction took place, 
and not when the loss was paid, controlled. 
The same held true in regard to the law on 
whether a loss was a capital loss or an 
ordinary loss. The law in effect in 1929 con- 
tained a different definition as to what con- 
stituted a capital asset, from that in the law 
in effect in 1940. The court held that the 
1929 and 1930 laws control here also. Thus, 
whenever you have a loss carry-back, a loss 
carry-over, or a loss connected with some 
transaction taking place today, although the 
history goes back somewhat, do not rule out 
the present deductibility of the loss. Survey 
the facts carefully. You might find some- 
thing valuable. 


Tax Saving 


Reorganizations 


The Supreme Court has recently decided 
the Adams and Bagley cases [47-1 ustc 
{| 9288; rehearing denied and prior opinion 
amended 47-2 ustc § 9373]. The taxpayers 
got themselves into a sorry mess. After read- 
ing these cases, read Cleveland Adolph Mayer 
Realty Corporation [47-1 ustc 9219], 160 
F. (2d) 1012. In the Adams and Bagley 
cases, the corporations were closely held. 
Each corporation was reorganized and re- 
capitalized, and apparently complied with 
Section 112 (b), which permitted an ex- 
change of stock or securities in a corpo- 
ration for stock or securities in the same 
corporation or another corporation. In each 
case, the stockholders turned in their old stock 
and received new stock and debentures. The 
respective interests of the parties were the 
same both before and after the recapitaliza- 
tions. The Supreme Court held that the 
issuance of the corporate debentures was 
equivalent to a promise by the corporation 
to pay cash, and that there was no practical 
difference between this and a cash dividend. 
The debentures were held, therefore, to be 
taxable as ordinary dividends to the extent 


‘that they represented earned surplus. In the 


Cleveland Adolf Mayer Realty Corporation 
case, the issue was a little different, but its ap- 
plicability is apparent. In that case, the 
stockholders of the old corporation transferred 
their stock to the new corporation in return 
for stock debentures of the new corporation 
up to the value of the stock transferred to 
it. Later the old corporation merged with 
the new corporation. The court held the 
transaction valid for tax purposes, and allowed 
the new corporation to deduct interest on the 
debentures. There was no question of the 
taxability of the debentures to the stock- 
holders. However, the problem of creating 
taxable dividends, as in the Adams and Baz- 
ley cases, seems to have been eliminated; at 
the time the new corporation issued the deben- 
tures, it had no earned surplus to which an or- 
dinary dividend could be said to be attributable. 
Then, in a later taxable year, the new corpo- 
ration caused a straight tax-free liquidation 
of the old corporation under Section 112 


(b) (6). 


Black Market Dealings 


Two recent decisions by the Tax Court 
held that an OPA fine or settlement made 
with OPA for violations of the maximum 
price regulations was not deductible. These 
decisions appear to be very much in line 
with the San Antonio Portland Cement Com- 
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pany case [45-1 ustc [9242]. But I do not 
believe that we should accept these decisions 
as final. Suppose we consider an overpay- 
ment instead of an overcharge. Can the tax- 
payer deduct as his proper cost the price he 
actually paid even though it is in excess of 
of the maximum price fixed by law? I be- 
lieve that the actual price paid is deductible, 
even though it is violative of the law. Sev- 
eral decisions have been handed down by 
the Tax Court and other courts to the effect 
that even though the expenditures them- 
selves are part of an illegal business, they 
must be allowed as deductions where they 
produce taxable income. Ask any revenue 
agent what the law is on the subject, and 
he will take the opposite view. But the 


real answer always depends on the precise 
facts and circumstances of the case. It is 
not advisable to give up a struggle at too 
early a stage. It is worth while to pursue 
each matter thoroughly and carefully. 


Conclusion 


Whether or not you have found the fore- 
going of interest, depends on whether or not 
you have been faced with any of these prob- 
lems. Regardless of that, in any transac- 
tion of sizeable amount, in any matter not 
in the ordinary course of business, a careful 
study and understanding of the law will 
often result in tax savings and refunds. 


[The End} 


—_— 


WASHINGTON BUSINESS TAX—COLLECTION STOPPED 


rMHE COLLECTION of the Washington business and occupation 
tax on interstate sales to Washington consumers is to be held in abey- 
ance pending the result of the contest of the validity of their Rule 193. 


This tax ruling deals with the taxing of interstate and foreign com- 
merce. It says that the tax is not to be collected on amounts derived from 
business, or on sales and uses which the state of Washington cannot tax 
under the Constitution or the laws of the United States. 


The sales and use taxes are not involved in this suspension—it applies 
only to the Business and Occupation Tax. 

If the courts decide in favor of the State of Washington, the Com- 
missioner will not assess penalty and interest charges on payments of the 
tax made within ninety days of the final determination of the matter. 
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The Low Cost of Charity 


By J. H. LANDMAN 


THIS ARTICLE ORIGINALLY APPEARED 
IN THE OCTOBER 1947 ISSUE OF THE NEW 
YORK CERTIFIED PUBLIC ACCOUNTANT 


USINESS CORPORATIONS, unlike 
other types of organizations, may not, 
in the absence of specific legislation, make 
contributions or gifts to philanthropy, no 
matter how worthy the cause. The fact that 
the Internal Revenue Code encourages cor- 
porate almsgiving by allowing tax deduc- 
tions up to five per cent of income, does 
not excuse the wrong. On the contrary, 
where state law does not sanction such cor- 
porate conduct, Congress aids and abets it. 
Business corporations are organized to 
earn profits for their stockholders. The law 
says that charity begins at home. Accord- 
ingly, from this point of view, corporate 
donations are misappropriated dividends. It 
thus behooves business corporations to ex- 
amine their philanthropic policies because 
stockholders and creditors may challenge 
the propriety of their practices in this re- 
gard, particularly in less profitable years. 
The end of the war has eliminated many of 
the wartime philanthropic agencies, but it 
has ushered in many more postwar organ- 
izations that are just as entitled to corporate 
as they are to individual support. Many 
corporations in the past have been giving 
alms either through ignorance or with a 
salutary disregard of prohibitive legislation. 
They should, within limitations, have their 
charitable conduct legalized where it is still 
necessary, so that they can share with indi- 
viduals their recognized social responsibility 
to the community. 


Right To Make Donations 


Not all the states allow business corpo- 
rations to grant donations to charity. Where 
it is permitted, corporations may avail them- 
selves of this privilege by making such a 


declaration ig their charters. The majority 
of the court decisions holds that the business 
corporation, unlike the religious or chari- 
table one, has no power, in the absence of 


Low Cost of Charity 


statutory and/or charter authorization, to 
make a charitable donation. The courts, 
however, distinguish between purely gratui- 
tous gifts and those made in expectation of 
receiving profits. The former are usually 
considered illegal and in violation of the 
rights of stockholders if legislative sanction 
is not provided." The latter in essence are 
not really gifts but business expenses. The 
courts are very apt to exonerate the culpable 
corporation if the donations are intended 


‘to further legitimate business but not polit- 


ical purposes. In the absence of stockholder 
objections, the courts permit corporate dona- 
tions to humanitarian and welfare organi- 
zations, and to civic, social, educational and 
recreational causes, provided corporate gain 
is at stake.” The courts are particularly 
ready to allow corporate donations to em- 
ployee-welfare, annuity and profit-sharing 
plant, including those under Section 165 of 
the Code, because they ehance amicable 
management-labor relations.» Where the 
corporation has no authority to make pure 
gifts, its directors have no such power. 
Under such circumstances, neither the presi- 
dent, manager nor a majority of the stock- 
holders of a corporation has the right to 


1 Beers v. New York Life Insurance Company, 
66 Hun 75, 20 N. Y. Supp. 788; Wolter v. Johns- 


ton, 34 F. (2d) 598; McCory v. Chambers, 48 
Tl. App. 445. 


2 Derr v. Fischer, 22 Okla. 126, 98 Pac. 978; 
Chowchilla National Bank, 200 Cal. 760, 255 Pac. 
188; McConnell v. Combination Mining & Mell- 
ing Company, 30 Mont. 239; Sherman Center 
Town Company v. Russell, 46 Kas. 382; Holt v. 
Winfield Bank, 25 F. 812; Heinz v. National 
Bank of Commerce, 237 F. 942; American Roll- 
ing Mill Company v. Commissioner [2 vustc 
548], 41 F. (2d) 314; Whetstone v. Ottawa Uni- 
versity, 13 Kas, 320. 

3 Anderson [CCH Dec. 15,753], 8 TC 921; Stein- 
way v. Steinway & Sons, 17 Misc. 43, 40 N. Y. 
Supp. 718; People ex rel. Metropolitan Life In- 
surance Company v. Hotchkiss, 136 App. Div. 


150, 120 N. Y. Supp: 649; Heinz v. National Bank 
of Commerce, supra. 
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do so.“ Even where statutory and charter 
authority is present, the corporation would 
be well advised to have bylaws prescribing 
designated officials to donate limited sums 
of corporate profits to charitable causes. 
Some states that permit business corpora- 
tions to make contributions to philanthropic 
and civic enterprises to a limited extent are 
Connecticut, Illinois, Massachusetts, New 
Jersey, New York, Pennsylvania and Rhode 
Island. 

True corporate donations to colleges and 
universities are more easily defended when 
they are restricted and earmarked as scholar- 
ships, fellowships and funds for activities 
related to the corporate donor’s business 
activities. Similar donations to local chari- 
table and philanthropic organizations for 
the advancement of community welfare are 
subject to less criticism than donations to 
comparable national or international organiza- 
tions, even where the operations of the donor 
are national or international in scope. Of 
course, reasonable corporate donations to 
employee-welfare, pension and _ profit-shar- 
ing funds have always been least subject 
to challenge. 


In conclusion, therefore, where enabling 
statutory provisions are absent, the donating 
of corporate funds for charitable enterprises 
is defensible only on business grounds. Such 
states recognize only the mercenary and 
percuniary function of the business corpo- 
ration, and deny it moral attributes. Once 
almsgiving is tainted with the profit motive, 
its moral value ceases. Accordingly, a busi- 
ness corporation cannot be blamed for de- 
claring all such disbursements in reasonable 
amounts as ordinary and necessary business 
expenditures. The Treasury may then raise 
only the question as to whether these items 
are not in reality charitable contributions. 
When a corporate contribution passes as 
a business expense, it is not restricted by 
the facts that it must be paid in the year 
of the deduction and that it is limited to five 


*Henry R. Worthington v. Worthington, 100 
App. Div. 332, 91 N. Y. Supp. 443; Town of West 
Point v. Bland, 106 Va. 792; West End v. Eaves, 
152 Ala. 334; Southern Hide Company v. Best, 
174 La. 748; Heller v. Boylan, 29 N. Y. S. (2d) 
653: Tillis v. Brown, 154 Ala. 403; Dewtsche P. 
Kirche v. Trustees of Elizabeth Presbytery, 89 
N. J. Eq. 242; Carroll-Cross Coal Company v. 
Abrams Creek Coal & Coke Company, 83 W. Va. 
205; Cassville Roller Milling Company v. Aetna 
Insurance Company, 165 Mo. App. 146; Briers v. 
Alderson, 101 W. Va. 662; Brayton v. Welch, 39 
F. Supp. 537; American Guaranty Company v. 
Sunset Realty & Planting Company, Inc., 208 
La. 772; Holst v. New York Stock Exchange, 252 
App. Div. 233; Fitch v. Helvering [4 ustc § 1271]. 
70 F. (2d) 583; Frankfort Bank v. Johnson, 24 
Me. 490; Bedford Railroad Company v. Browser, 
48 Pa. St. 29. 
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per cent of net income. These contributions 
of gifts, deductible under Section 23 (a) of 
the Code, must have a business purpose, and 
must be proportionate to the profits expected, 
if not realized. However, if the expendi- 
tures are philanthropic in nature, they must 
be deducted as contributions rather than as 
business expenses. According to illustra- 
tions in the Treasury Regulations, payments 
to a local hospital in exchange for medical 
services for employees, and contributions 
made to a convention of a remote industry, 
if reasonable profits are anticipated, are con- 
sidered legitimate corporate deductible ex- 
penses rather than contributions. No deduction 
by a corporation is allowed as a business 
expense if any part of it is deductible as 
a contribution. For taxable years begin- 
ning prior to January 1, 1936, corporate 
contributions were deductible only if they 
could qualify as business expenses. In any 
event, it would be well advised for corpo- 
rations to consult their counsel as to the 
propriety of making sizable charitable con- 
tributions. 


Despite these legal handicaps, corpora- 
tions almost universally support charitable 
and welfare organizations. Only one out of 
578 manufacturing corporations which co- 
operated in a survey conducted by the Nationa! 
Industrial Conference Board in 1945 did not 
engage in some charitable enterprise. At 
least in this respect, the charge that corpo- 
rations are soulless is unwarranted. 

The extent to which corporations as well 
as individuals have availed themselves of 
the tax inducements offered by our tax laws 
to engage in philanthropic work, is revealed 
in the following table: 


Contributions Reported on Federal Income 
Tax Returns 
(In Millions of Dollars) 


Individual 
Contributions 


Corporation 
Contributions. 


30 

33 

414 27 
499 31 
740 38 
1,002 58 
1,450 98 
unavailable ES? 


Seurce: United States Treasury Department's 
Statistics of Income. 


Tax Year 


Particularly for corporations, these statis- 
tics underestimate the amounts of contribu- 
tions where sums have been reported as 
business expenses to avoid the imputation 
of illegal practices. 
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Deductible Contributions 


Corporate charitable contributions are at 
present deductible when made to: 


1. Domestic corporations for domestic or 
foreign philanthropy. 


2. Trusts, chests, funds or foundations, 


operated only for religious, charitable, scien- 
tific, veteran-service, veteran-organization, 
child-care, literary or educational purposes, 
exclusively for domestic use, provided per- 
sonal profits, political legislation and propa- 
ganda are not encouraged thereby. 


2 


3. The United States or any of its polit- 
ical subdivisions. 


Contributions to individuals are under no 
circumstances deductible. 


Though Corporations may deduct up to 
five per cent of their net incomes for normal 
tax and surtax purposes under Section 23 
(q) of the Code, those in an aggravated tax 
predicament may deduct as much as fifteen 
per cent of their net incomes for personal 
holding company surtaxes under Section 505 
(a) (2) of the Code, and up to one hundred 
per cent of their net incomes for Section 102 
surtaxes. Affiliated corporations that file 
consolidated tax returns are limited in their 
deductions for charitable contributions to 
five per cent of their consolidated net in- 
comes, and no longer to five per cent of 
their separate incomes. 


Closely held corporations are beset with 
this quandary: Are contributions made by 
them in reality dividends of their stockhold- 
ers? If the donations were originally 
pledged in the name of the corporation and 
not in those of the stockholders, and the 
stockholders intended to derive no personal 
gratification from the philanthropy, the 
alms should not be considered constructive 
dividends of the stockholders. 


Contributions made by individuals in con- 
trast with those made by corporations have 
tax advantages provided for in Section 23 
(0) of the Code. The former are limited 
to fifteen per cent of the taxpayer’s adjusted 
gross income, whereas the latter are restrict- 
ed to five per cent of taxable income. In the 
case of a joint return of husband and wife, 
the fifteen per cent limitation applies to 
their aggregate adjusted gross incomes. It 
must be remembered, however, that the elec- 
tion of the standard deduction eliminates the 
deduction for charitable contributions be- 
cause it is in part a substitution for the latter. 
The usual fifty per cent limitation on long- 


5 Commissioner v. Central Hanover Bank et al. 
{47-2 ustc J 9334], 163 F. (2d) 208 (CCA-2, 1947); 
reversing [CCH Dec. 15,332] 7 TC 573. 
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term capital gains applies in arriving at ad- 
justed gross income.® 


A tax-conscious donor is none the less a 
benefactor. Too few contributors, individ- 
uals as well as corporations, avail them- 
selves of the added tax savings attending 
the donation of appreciated properties in- 
stead of cash to their favorite charities. 
Contributions such as shares, bonds and 
land which have risen in selling price since 
their acquisition are worth as benefactions 
their fair market values on the dates of the 
gifts. The transfer of such gifts does not 
yield taxable gain to the donor. Had the 
donor, however, first reduced such gifts to 
cash before making the contributions, he 
would have subjected himself to a capital 
gains tax. On the other hand, if property 
declined in value while in the donor’s pos- 
session, he would be well advised to sell it 
first to take the loss to offset his taxable in- 
come before making a contribution. 


Charitable contributions made by partner- 
ships are not deductible under Section 183 
(c) of the Code in computing net income. 
Instead, each partner’s share of the partner- 
ship’s contributions is deductible on his indi- 
vidual return. However, contributions by a 
partnership to further its economic interests 
are deductible as business expenses. 


Gifts 


Taxwise, gifts must not be confused with 
contributions. The former are subject to 
the gift tax law, whereas the latter are gov- 
erned by the income tax law. No business 
corporation may legally make gifts as dis- 
tinguished from contributions of property; 
such conduct would be considered clearly 
beyond its authority. The few state philan- 
thropic laws are not broad enough to em- 
brace such practices. Individuals do not 
have such a restriction imposed upon them. 
Should an individual donate more than the 
limitation for contributions of fifteen per 
cent of adjusted gross income, such sums 
are exempt from gift taxes because all con- 
tributions and gifts for charitable causes are 
exempt. Consequently, of charitable dona- 
tions made by individuals, only those up to 
fifteen per cent of adjusted gross incomes 
are made at bargain tax prices because the 
Treasury shares in their costs. Gifts in 
excess of this limitation, though they are 
free from gift taxes, are made after full in- 
come taxes have been paid on them. 


The Treasury’s share in the cost of con- 
tributions is very generous. The income 
tax savings on contributions are up to 
twenty-five per cent for corporations whose 
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taxable incomes range up to $25,000, fifty- 
three per cent for corporations whose taxable 
incomes are in the next $25,000 bracket, and 
thirty-eight per cent for corporations whose 
taxable incomes are $50,000 or more. The 
income tax savings on contributions by indi- 
viduals, by and large, are even greater, par- 
ticularly for those in the higher income 
brackets. The Treasury’s share in the cost 
is nineteen per cent for persons with surtax 
net incomes up to $2,000, and becomes pro- 
gressively larger until a maximum of 
eighty-five and one-half per cent is reached 


for persons with surtax net incomes of more 
than $200,000. 


The aforementioned tax savings refer to 
federal tax savings only. Where corpora- 
tions and individuals are subject to state 
and local income taxes, they enjoy even 


greater savings on their charitable contribu- 
tions. 


Charity Abroad 


Corporations should be apprised of the 
fact that for taxable years beginning after 
December 31, 1948, the government will no 
longer share in the cost of contributions 
they may make to their favorite unincor- 
porated charities if the latter conduct their 
benefactions abroad. They will not be for- 
bidden to repeat contributions to unincor- 
porated charities for foreign use, but they 
will not be permitted to deduct these sums 
within limits on their tax returns. They 
will be allowed, however, to make contribu- 
tions to approved incorporated and unincor- 
porated charities for domestic philanthropy 
as in the past, and the Treasury will be 
obliged to participate in the cost. Appar- 
ently, Congress believes that charity by cor- 
porations in the future ought not to go to 
unincorporated organizations for use abroad. 
Strangely enough, individual taxpayers will 
be allowed to ignore this distinction between 
incorporated and unincorporated organiza- 
tions for foreign charities, and will be per- 
mitted to continue their former programs 
for charities without disturbance. 

This discrimination against unincorpo- 
rated institutions for foreign charities in the 
instance only of corporate donors was orig- 
inally wrought by President Truman’s 
December 31, 1946 proclamation declaring 


the cessation of World War II hostilities. It 
had the effect of invoking this restrictive 
provision in Section 23 (q) of the Code for 
taxable years beginning in 1947 and there- 
after. At no time in the history of modern 
man have our foreign brethren needed finan- 
cial assistance more urgently than they 
need it today to sustain them spiritually and 
economically. Yet corporations, in contra- 
distinction to individuals, were discouraged 
by this tax law from almsgiving abroad, at 
least through unincorporated organizations. 
As a consequence, President Truman signed 
Public Law 384 on August 8, 1947, postpon- 
ing the effectiveness of this discrimination 
to taxable periods beginning two years hence. 
Of course, a corporation could still enjoy 
the full tax deduction allocable to a contri- 
bution to an international, charitable, unin- 
corporated organization by earmarking it 
for use in the United States or its posses- 
sions. This would, however, defeat in a 
large measure the purpose of the benefac- 
tor’s generosity and the gratification of the 
foreign recipient’s need for the contribution. 
Since it can be argued with much cogency 
that all charitable organizations should sub- 
mit to the jurisdiction of our corporate laws, 
most unincorporated charities operating 
abroad may be expected to become incor- 
porated so as to attract corporate donations. 
In the meantime, corporate taxpayers should 
be aware of the tax restrictions on their 
future donations to unincorporated institu- 
tions for foreign philanthropy. 


It was the 1942 Revenue Act that allowed 
aS a war measure corporate charitable de- 
ductions to all types of organizations which 
bestowed their bounty abroad. This bless- 
ing for the foreign war-stricken was in part 
short lived because this same act provided 
that contributions not to a corporation but 
to a trust, chest, fund or foundation made 
within a taxable year beginning after the 
date of the cessation of hostilities are deduc- 
tible only if they are used within the United 
States or its possessions. As already indi- 
cated, this special measure, included in Sec- 
tion 23 (q) of the Code, was prematurely 
invoked by President Truman’s proclama- 
tion of December 31, 1946, declaring hostili- 
ties at an end; but Public Law 384 deferred 
its effectiveness to taxable years beginning 
in 1949 and thereafter. [The End} 


a 
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BRITAIN’S BUDGET—Continued from page 144 


ain’s social economy. At current rates, they 
average £8 ($32) a head of population, 
which means twelve shillings and six pence 
($2.50) a week to the average family of four 
people. Furthermore, they have helped to 
assure fair and full shares of food to every- 
one at reasonable prices. 


Food subsidies cannot, of course, be main- 
tained at their present levels indefinitely. 
The time may not be far distant when re- 
ductions, even if small, will begin. As a 
preliminary to this, subsidies of £33,000,000 
($132,000,000) a year are being withdrawn 
from cotton, wool and leather, but to coun- 
teract any excessive increases in clothing 
prices, control of production costs and prof- 
its is to be tightened. 


“Consumption” Taxes 


With the new totalizator and pool-betting 
tax and increases in liquor duties and pur- 
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chase taxes, the total to be added to reve- 
nue by imposts on “consumption” will be 
£51,000,000 ($204,000,000) in a full year. 
The most important item in the balance is 
the doubling of the profits tax, which, as it 
will affect dividends on equity capital, will 
also be in effect an added “consumption” tax. 





It would have been possible to impose a 
wide variety of spending-deterrent taxes. 
Many of these, however, would have de- 
feated their objective by bringing calls for 
higher wages. Others would have been 
largely nullified by the high costs, in money 
and manpower, of collection. These tempta- 
tions have been wisely resisted; consequently, 
there has been produced a streamlined in- 
terim budget which is workable and which 
is an efficient weapon against inflation. The 
extra revenues will be obtained with very 
little, if any, extra cost in collection or con- 
sumption of manpower. 

[The End] 
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NEW OFFICERS FOR CHICAGO TAX CLUB 


The Chicago Tax Club has chosen the following officers for the year 1948: 


President 


First Vice-President 


Second Vice-President 
Secretary. . 


Treasurer 


Norman A. Lang, United States Gypsum Company 
x. C. Thiele, Pullman-Standard Car 


Manufacturing Company 
V. G. Sargent, Kraft Foods Company 


A. O. Turek, Sears Roebuck and Company 
R. D. Harrison, Marshall Field and Company 


-———}— ee ——————_—_ 


NEW OFFICERS OF TAX EXECUTIVE INSTITUTE 


The Syracuse Chapter of the Tax Executives Institute, Inc., of 
New York is one of the youngest of the chapters, also one of the most 
active. The members have recently elected the following men as officers 


for the new year: 


President—Krantz Keller—Carrier Corporation 
Vice-President.—L. F. Spaulding—New Process Gear Corporation 


Vice-President.—Clifford D. Boysen—L. 


writers, Inc. 


C. Smith & Corona Type- 


Secretary —Roderic M. Wilder—Pass & Seymour, Inc. 
Treasurer —Bernard J. Whitbread—Onondaga Pottery Company 


Britain’s Budget 





Gifts of Life Insurance 


in Contemplation of Death 


By HASKELL COHN ... Mr. Cohn is an attorney in Boston. 
His article is reproduced from the September 1947 issue of The 
Journal of The American Society of Chartered Life Underwriters 


Enc PROBLEM of taxation of life in- 
surance proceeds under the federal estate 
tax law as transfers in contemplation of 
death, has long plagued lawyers, trust offi- 
cers and insurance men. “On few problems 
has a mobile Treasury Department shifted 
its position so bewilderingly.”* There are, 
on the one hand, provisions in the federal 
estate tax law specifically covering life in- 
surance proceeds and, on the other, general 
provisions for gifts made in contemplation 
of death covering all types of property, in- 
cluding life insurance. 

The present federal estate tax law specifi- 
cally relating to insurance? provides that 
where a decedent dies after October 21, 
1942? the amount of all insurance on his life 
must be included in his gross estate as follows: 


a. Such insurance purchased with premi- 
ums paid directly or indirectly by the de- 
cedent in the proportion that the amount so 
paid by the decedent bears to the total pre- 
miums paid for such insurance, and 


b. Such insurance with respect to which 
the decedent possessed at his death any of 
the incidents of ownership exercisable alone 
or in conjunction with any person. 


These provisions have become familiar 


to all those advising clients on insurance 
matters, 


1Paul, Federal Estate and Gift Taxation, 
Section 10.24. 

2Section 811 (g) of the Internal Revenue 
Code, as amended by the Revenue Act of 1942; 
Regulations 105, Section 81.27, as amended by 
T. D. 5239, March 10, 1943. 


The date of the enactment of the Revenue 
Act of 1942. 
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The application of those sections of the 
federal estate tax law covering gifts made 
in contemplation of death* to life insurance 
proceeds is, unfortunately, not so familiar. 
Where the decedent made transfers of poli- 
cies with the result that he had no incidents 
of ownership at the time of his death, the 
contemplation of death provision may be 
applicable—for example: where the decedent 
transferred policies, prior to his death, to a 
funded trust; where the decedent, before his 
death, transferred policies to his wife, who 
used them as collateral to borrow sufficient 
money to pay the premiums; and, possibly, 
where the decedent transferred policies to 
his wife before his death and she paid the’ 
premiums with her own funds. The possi- 
bility of the application of the sections of the 
federal estate tax law governing gifts in 
contemplation of death to such transfers of 
life insurance policies has long been over- 
looked. It affects the type of estate plan 
which many of those advising clients have 
considered invulnerable. The Treasury De- 
partment has been raising the question con- 
tinually, and has been successful, almost 
without exception, in the cases it has brought. 
Lawyers, trust officers and insurance men 
have been required, as a result of recent 
court decisions, to change some of their 
opinions and alter some of their ideas about 
inter vivos gifts of life insurance policies. 
Current cases have indicated a tendency to 
treat transfers of life insurance policies, in 
many instances, as gifts in contemplation of 


4 Code Section 811 (c). See also footnote 6. 
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death. An analysis of these cases demon- 
strates clearly that every contemplation-of- 
death case must be considered on its own 
facts, but certain general conclusions appear 
evident from the trend of the decisions: 


1. Any transfer of a life insurance policy 
by gift will be scrutinized by the Commis- 
sioner upon the death of the insured. This is 
true whether or not the gift was made with- 


in two years prior to the insured’s death. 


2. If the gift was in the nature of a “sub- 


stitute for a testamentary disposition,” or if 
the dominant motive for the gift was con- 
nected with the donor’s death, then, without 
question, the insurance proceeds will be in- 
cluded by the Commissioner in the insured’s 
gross estate. 


3. While other motives for the gift may 
be present, the tendency of the courts is 
“not to be persuaded” that such assigned 
motives are the dominant motives, and to 
conclude that the donor’s primary motive 
was in the nature of a testamentary disposi- 
tion, taking all of the facts into account, and 
considering the nature of the property involved. 

4. Finally, the courts have raised the ques- 
tion as to whether an insurance policy is 
“inherently testamentary in nature,” so that 
any transfer by an insured will be in con- 
templation of death. Congress has indicated 
that it, too, is thinking along these lines.® 


Contemplation of Death 


The provision requiring that there be in- 
cluded in the gross estate of the decedent 
property transferred “in contemplation of or 
taking effect at death,” appeared in the first 
Federal Estate Tax Act in 1916, and has not 
been changed in any substantial form since 
its original enactment, with the exception 
of certain variations from time to time as to 
the two-year presumption. The Regulations 


define “contemplation of death” in these 
terms: 


“The phrase, ‘contemplation of death’ as 
used in the statute, does not mean, on the 
one hand, that general expectation of death 
such as all persons entertain nor on the other, 
is its meaning restricted to an apprehension 
that death is imminent or near. A transfer 
in contempltion of death is a disposition of 
property prompted by thought of death 
(though it need not be solely so prompted). 
A transfer is prompted by the thought of 
death if it is made with the purpose of avoid- 
ing the tax, or as a substitute for a testamen- 
tary disposition of the property, or for any 





5Report of House Committee on Ways and 
Means. H. R. Report No. 2333, 77th Congress, 
2d Session, July 14, 1942, p. 57. 
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other motive associated with death. The 
bodily and mental condition of the decedent 
and all other attendant facts and circum- 
stances are to be scrutinized to determine 
whether or not such thought prompted the 
disposition.” ° 

The leading case—the grandfather of them 
all—is U. S. v. Wells,’ a unanimous decision 
in 1931, written by Chief Justice Hughes. 
The Court in substance said that a gift is 
made in contemplation of death within the 
meaning of the estate tax law if “the motive 
which induces” it is “of the sort which leads 
to testamentary disposition.”* Since the 
purpose of the statute was to reach substi- 
tutes for testamentary dispositions in order 
to prevent evasions of the tax, the statute is 
satisfied, the Court said, where for any rea- 
son the decedent becomes concerned about 
what will happen to his property at his death 
and, as a result, takes action to control or in 
some manner effect its devolution. 


These general principles are applicable to 
any property which the decedent may trans- 
fer prior to his death. The question has 
been raised as to whether life insurance 
policies are a kind of property so different 
that they deserve special consideration. A 
life insurance policy, stripped of all its “fea- 
tures,” is a contract under the terms of 
which, for the payment of a certain premium, 
the insurance company agrees to make cer- 
tain payments, upon the death of the insured, 
to third parties designated by the owner of 
the contract. The addition of “features” 
may give the insured a different kind of 
property, but essentially and fundamentally 
this contract is still one which becomes 
effective only on his death. 

Recent court decisions have pointed up 
the problem, and have given us reason to 
pause for reconsideration and revaluation 
of the question. 


Vanderlip Case 


Vanderlip v. Commissioner,’ decided by the 
Circuit Court of Appeals for the Second 
Circuit, April 23, 1946, was the first rather 
rude awakening, although it is a little puz- 
zling now why any of us should have needed 
the jolt. The decedent in this case had 
transferred life insurance policies of a very 
substantial amount. The sole motive for 
the transfer was to avoid federal estate taxes. 
The Commissioner determined the transfer 





6 Regulations 105, Section 81.16 (1942), as 
amended by T. D. 5248, March 19, 1943. 

7 [2 ustc J 715] 283 U. S. 102 (1931). 

8 Ibid. 

® [46-1 ustc § 10.266] 155 F. (2d) 152; Cert. 
denied 67 S. Ct. 83 (October 14, 1946). 
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to be in contemplation of death. The court 
sustained the Commissioner’s determination 
and held that a transfer of a life insurance 
policy with the sole motive of avoiding the 
estate tax is a transfer in contemplation of 
death.” Judge Learned Hand, in writing a 
unanimous opinion for the Circuit Court, 
queried, in a dictum, whether any motive 
could exclude from a donor’s estate the 
transfer of property which by its very nature 
produces no income during the donor’s life. 
In the Vanderlip case it was not necessary 
to go that far, but in discussing motive the 
court said: 


“Situations may be put in which it might 
plausibly be argued that motive would be 
relevant: for example, the donor may wish 
to protect the property against the hazards 
of his business, or against a possible change 
in his feelings towards the donee; or he may 
contemplate getting married and losing 
power of disposal over all his property. 
Whether these would affect the result, we 
leave open because here the donor only de- 
sired to avoid estate taxes, and we cannot 
see how that can be classed among those 
motives which will on any theory take a gift 
out of the section. A gift differs from a be- 
quest,—apart from the inevitable loss of con- 
trol over the property—only in so far as it 
secures enjoyment to the donee during the 
donor’s life; and the donor’s motives are 
relevant to exclude the property only so far 
as they touch upon his enjoyment in that 
period. The motive to avoid taxes does not 
touch that at all; a donor, interested in sav- 
ing taxes, is not concerned with the donee’s 
enjoyment while he himself lives, he is in- 
terested in relieving his legatees from taxes 
after he dies, and, not only may his legatees 
not be the donees, but when they are, their 
relief will not concern their enjoyment of 
the property while he lives. Such a motive 
is necessarily testamentary, and not dona- 
tive.” 

Since the Vanderlip decision there have 
been many others which have established a 
fairly clear pattern. 


Davidson Case 


Davidson’s Estate v. Commissioner decid- 
ed by the Circuit Court of Appeals for the 
Tenth Circuit on November 11, 1946, is a 
case where a decedent, who died on October 
16, 1941, had taken out life insurance poli- 


1 The language of Judge Hand, quoted below. 
would indicate that a transfer of property of 
any kind, motivated solely by a desire to mini- 
mize estate taxes, is a gift in contemplation of 
death. 

11 [46-2 ustc J 10,518] 158 F. (2d) 239. 


cies in 1936, and in 1937 transferred these 
policies to trustees, under an instrument 
which directed the method of distribution of 
such proceeds. The decedent was in good 
health at the time of the transfer, and re- 
served no interest in the policies. She con- 
tinued to pay the premiums on the policies 
after the transfer, but at that time payment 
of premiums was not material, under the 
federal estate tax regulations.” The de- 
cedent had made a will in 1932 and there- 
after had executed several codicils. On 
July 21, 1937, the date of the transfer of 
the policies, she executed a new will in- 
cluding the provisions of the old will and 
codicils and some additional provisions. On 
March 23, 1940, she executed'a new codicil 
in which she provided for distribution of 
her residuary estate, which was the bulk 
of her entire estate, in accordance with the 
terms of the trust. The court held that the 
transfer of the insurance policies, five years 
prior to the decedent’s death, was a gift in con- 
templation of death, emphasizing that the trust 
instrument and the well constituted “integrated 
parts of a single plan, testamentary in nature, 
for the disposition of the decedent’s estate to 
take effect at her death”’ (Italics supplied.) 


Graham Case 


In Thomas v. Graham,” decided by the Cir- 
cuit Court of Appeals for the Fifth Circuit 
on December 12, 1946, the decedent died on 
July 12, 1941. Five years prior, in 1936, he 
and his wife had transferred life insurance 
policies on his life to a trust, together with 
other property, the income of which was to 
be used to pay the premiums on the policies. 
The decedent and his wife were to make up 
the difference if the income was insufficient 
to meet such premiums. Under the terms 
of the trust, the property was to be distrib- 
uted to the decedent’s wife and children on 
his death. The court held that the transfer 
was made in contemplation of death, that the 
trust merely kept in force the decedent's life 
insurance policies during his lifetime, and that 
the economic benefits were intentionally and 
effectively withheld until after his death. There 
was apparently no provision in the trust for 
any benefit which could be enjoyed by the 
beneficiaries until after the decedent’s death. 


Cronin Case 


Arthur D. Cronin v. Commissioner ™ was 
decided December 30, 1946. The decedent 
died in 1940, at the age of fifty-seven years. 


2 See footnote 2. 

38 [47-1 ustc {J 10,526] 158 F. (2d) 561. 

144 [CCH Dec. 15,526] 7 TC 1403. ; 
Five years before, in 1935, he had assigned 
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at different times certain life insurance poli- 
cies to his wife. Thereafter, she had bor- 
rowed money, using the cash values of the 
policies as collateral, in order to pay the 
premiums on the policies. During the period 
in which the decedent was transferring the 
policies, he executed his will, in which, after 
making minor bequests, he left the residue 
of his estate to his wife. The Tax Court 
found that the transfers of the life insurance 
policies five years before the decedent’s 
death were in contemplation of death: 


“Thus, during a period of less than five 
months decedent established a plan for the 
devolution of his entire estate. It is difficult 
for us to believe that the testamentary mo- 
tives which: prompted the decedent to exe- 
cute his will did not also prompt the 
transfers of the life insurance policies. We 
are satisfied that the transfers were compo- 
nent parts of an integrated testamentary 
plan. This conclusion is further supported 
by the fact that the transfers in question 
were not part of a previously established or 
followed donative scheme. We considered 
it also noteworthy that the provisions con- 
tained in the insurance-settlement directions 
are strikingly similar to the trust provisions 
contained in the will. In addition to these 
circumstances is the fact that the value of 
the transferred insurance policies at deced- 
ent’s death was more than five times as 
great as the net amount returned as subject 
to the basic estate tax.” 


The taxpayer had argued that the de- 
cedent’s dominating motive for transferring 
the life insurance policies was to prevent 
himself from assigning such policies to his 
corporation or letting them become subject 
to the hazards of the corporation’s business. 
The court said specifically that it was not 
persuaded by this argument—in the first 
place, because the decedent’s business was 
not of such a kind or at such a juncture as 
to prompt the decedent to make transfers 
predominantly for protéctive reasons,. and, 
in the second place, because: 


“The desire to protect the policies from 
business hazards and creditors is not neces- 
sarily inconsistent with or hostile to the de- 
sire to make a testamentary disposition. The 
desire to make a testamentary disposition 
may well include the desire to protect the 
subject-matter of such disposition. In our 
opinion the desire to protect the policies 
from business risks was incidental and sub- 
servient to the dominant desire to make a 
testamentary disposition.” 


The troublesome part of the Cronin deci- 
sion, which is not a unanimous opinion of 
the Tax Court, but a reviewed case in which 
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there were three dissents and two concur- 
rences in result only, is that it raises the 
question as to whether any transfer of a life 
insurance policy can withstand the Commis- 
sioner’s determination that it is a gift in con- 
templation of death. The court said: 


“It is significant too, in our opinion, that 
the subject matter of the transfers, that ts, the 
insurance policies, was inherently testamentary 
in nature. We appreciate that the testamen- 
tary nature of the thing transferred does not 
necessarily mean that the motive actuating 
its transfer is also testamentary in nature. 
Nevertheless, we do not think the testamen- 
tary nature of the thing transferred can 
properly be ignored altogether. We must 
presume that that decedent intended to 
achieve the results which would ordinarily 
flow from the irrevocable transfers of life 
insurance policies. Thus, the inherent testa- 
mentary nature of such policies may and, in 
this case we think, does throw significant 
light on the motive actuating the transfers. 
In the instant case the parties considered 
and intended that the most valuable right 
transferred was the right to receive the pro- 
ceeds of such policies at decedent’s death. 
It is true that other rights susceptible of 
exercise, consumption and enjoyment during 
the decedent’s life were transferred but the 
parties did not intend that these rights be 
so enjoyed. The right to borrow money on 
the policies, for instance, was exercised not 
for the purpose of consuming or enjoying 
such money during decedent’s lifetime but 
for the purpose of paying premiums and thus 
protecting and enhancing the real subject of 
the transfer, to wit, the right to receive the 
proceeds at the decedent’s death. Thus, it 
seems apparent to us that the rights acquired 
by decedent’s wife were not intended to be 
exercised or enjoyed during decedent’s life- 
time except in so far as necessary to pre- 
serve and enhance the ultimate right to 
proceeds at decedent’s death. Consequently, 
the intended operation of the transfers close- 
ly approximated that of a testamentary 
disposition in that no real benefit or enjoy- 
ment was intended to be realized until 
decedent’s death. . . . Under all of these 
circumstances we are convinced that the 
transfers of the insurance policies were es- 
sentially substitutes for testamentary dispo- 
sition actuated by motives of the sort which 
lead to such disposition.” (Italics supplied.) 


The Tax Court points out in a footnote 
in this connection that Congress in amend- 
ing Section 811 (g) of the Code, by the 
Revenue Act of 1942, specifically recog- 
nized the testamentary nature of insurance 
policies. 


159 





Flick Case 


R. J. Flick v. Commissioner, was decided 
by the Tax Court on January 30, 1947* The 
decedent died in 1940, having transferred 
paid-up insurance to a trust in 1935. The 
trust instrument provided that the principal 
and income of the trust was to be dis- 
tributed to the decedent’s wife and daughter, 
but also gave the trustees the right to pur- 
chase assets from the decedent’s estate if 
it appeared that such a right was for the 
best interest of those participating in the 
estate. The court held that the transfer of 
the policies in 1935, five years before the de- 
cedent’s death, when he was sixty-four years 
of age and in good health, was, nevertheless, a 
gift in contemplation of death. The trust 
favored the same beneficiaries and had the 
same distributive provisions as the decedent's 
will, and the trustees were specifically given 
the right to purchase assets from the dece- 
dent’s estate. 


Garrett Case 


The principle involved is clearly and con- 
cisely stated by the Tax Court in Paul Gar- 
rett Estate7* decided on February 28, 1947. 

The insured, who died on March 18, 1940, 
had in 1923 transferred to a trust insurance 
policies and income-producing securities, the 
income from which was to be used in part 


for the maintenance of the policies and in 
part for current payments to his wife. The 
Tax Court held the gift to be in contem- 
plation of death to the extent of insurance 
and that proportion of the capital necessary 
to sustain it, but not in contemplation of 
death as to that proportion of the capital of 
which the wife was the life beneficiary.” The 
court, in discussing the legal issues, said: 

“Whether the grantor takes that action 
with a dominant view to its effect upon the 
estate which will arise at his death, with 
testamentary motives, on the one hand, or 
on the other, to immediate or intervening 
considerations is the true test. 

“Neither would the fact that this transfer 
involved so heavily the aspect of the de- 
cedent’s life insurance of itself create an 
inference of contemplation of death 
If insurance is transferred outright so that 
the donee is at liberty to use it or hold it to 
maturity as he may decide, the transaction 


1% [CCH Dec. 15,593(M)] 6 TCM —; 
CCA-5, August 5, 1947. 

1%[CCH Dec. 15,639] 8 TC 492; 
CCA-2, August 6, 1947. 

17 A late case following these same principles 
is George P. Rhodes Estate [CCH Dec. 
15,647(M)] 6 TCM — (February 24, 1947). 
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may be similar to any gift of property. But 
where the intrinsic nature of the insurance 
itself is so markedly stressed, where the sur- 
rounding circumstances and integral features 
of the transfer so obviously indicate de. 
cedent’s purpose to have the policies retained 
until they and his life terminate together, 
and in the meantime to have the trust in- 
come devoted to their preservation, it cannot 
but demonstrate what the compelling pur- 
pose is, nor suggest that this purpose is other 
than testamentary. 


Dobson Rule 


These Tax Court decisions, even those 
that are only memorandum opinions, are of 
much more importance than might appear 
at first thought. The Supreme Court of the 
United States has established a principle— 
now commonly referred to as the Dobson 
rule “—under which the findings of facts by 
the Tax Court are in substance final, and 
the appellate courts can reverse only on 
questions of law. As pointed out at the be- 
ginning, these contemplation-of-death cases 
all turn on their facts. The latest case of 
a gift in contemplation as applicable to 
life insurance policies is Diamond’s Estate 
v. Commissioner,” decided on February 7, 
1947, where the court affirmed a Tax Court 
decision in a very brief opinion, saying in 
substance that, on the record, it must follow 
the Dobson rule. The result may be that 
lawyers and trust officers will, as a general 
rule, consider advising their clients to pay 
the deficiency tax, file a claim for refund 
and bring suit in the United States District 
Court to recover the tax since the Dobson 
rule is not applicable to the District Court. 


There are some cases contra—but they 
are comparatively old, can be explained, 
and probably would not be followed. The 
pattern seems clear. 


In Boyle Trust v. U. S™” the court found 
that a motive for the transfer of life insur- 
ance policies was the moral obligation of 
the donor to the donee, although there was 
also a desire to save taxes. The court held 
that the gift was not in contemplation of 
death, and it is pointed out above that a 
gift made to satisfy a moral obligation may 
withstand attack. 


A more important case is Denniston v. 
Commissioner which was decided in favor 
of the taxpayer in 1939. Although the Tax 


18 Dobson v. Commissioner [44-1 ustc { 9108]. 
320 U. S. 489 (1943). 

19 [47-1 ustc 7 10.539] 159 F. (2d) 672. 

2 [43-1 ustc § 10.021] (DC Tenn., 1943). 

21 [39-2 ustc J 9737] 106 F. (2d) 925. 
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Court found that the principal motive of 
the donor was to save federal estate taxes 
and, accordingly, entered a decision for the 
Commissioner, the Circuit Court reversed 
the Tax Court, finding other motives which, 
in its opinion, offset the Commissioner’s 
determination. As a result of the Dobson 
rule, however, it would seem entirely im- 
probable that the Circuit Court today would 
or could reverse the Tax Court in a compa- 
rable case. 


It is not yet entirely clear whether a 
transfer of life insurance held to have been 
made in contemplation of death will have 
the effect of including in the decedent’s 
gross estate proceeds attributable to pay- 
ments of premiums by others subsequent to 
the transfer. The First Circuit Court, in 
Liebmann v. Hassett,” excluded the proceeds 
attributable to payments by the decedent’s 
wife subsequent to the transfer. Since, how- 
ever, the case involved an insured who died 
in 1937, it is of doubtful value under the 
present law. Paul, in Federal Estate and Gift 
Taxation (1942), Section 10.24, n. 9, says: 


“The possible hardship which might result 
from a tax upon the full proceeds if the 
transferee pays subsequent premiums is 
obvious. In such a situation the insured has 
made no completed transfer of an amount 
equivalent to the face of the policy. ... 
It would seem inconsistent to hold that the 
insured could transfer in contemplation of 
death any greater portion of the asset than 
he is regarded as having ‘taken out’ under 
subdivision (g).” 


The Tax Court, in the Cronin case, supra, 
took pains to point out that the taxpayer 
did not raise the question of whether the 
value of the insurance should be reduced 
by an amount based on the ratio which the 
wife’s premium payments subsequent to the 
transfer bore to the total cost of the policy. 
The court went on to say that sufficient 
evidence had not been introduced to enable 
it to consider the question on its own initi- 
ative; therefore, it accepted the stipulated 
valuations of the policies as the proper in- 
cludable value. This would seem to indicate 
that if the question had been properly pre- 
sented, the court would have gone along 
with the petitioner. 


Conclusions 


Insurance men will be much more inter- 
ested in the practical application of these 
tules and decisions. These conclusions are 
based on the premise that the nature of a 


_. 


* [45-1 usrc J 10,184] 148 F. (2d) 247 (1945). 


Gifts of Life Insurance 


life insurance policy is not so testamentary 
that any transfer must, perforce, be made 
in contemplation of death. If the courts 
ultimately arrive at such a conclusion, re- 
gardless of motive, all that follows becomes 
insignificant. The following situations are 
of the type that will influence the Commis- 
sioner to a decision in favor of the taxpayer, 
if, indeed, he can be so influenced. 


1. If the insured had remarried, and 
wished to provide either for his spouse or 
for children by his former marriage because, 
for example, his feelings might change or 
he might lose the power to dispose of the 
property as he wished, he might make a 
gift of the policies that would withstand 
attack. The case would be stronger if the 
donees of the policies took no interest in 
the insured’s estate under his will, or if at 
least the interests created by the gift and 
the interest given under the will were sub- 
stantially different. 


2. If the insured was about to embark 
upon a speculative venture and wanted to 
protect his cash values in life insurance 
policies, a transfer might withstand attack. 
Notice, however, that this argument did not 
prevail in the Cronin case, where the court 
said that such a transfer was “not neces- 
sarily inconsistent with or hostile to the 
desire to make a testamentary disposition.” 
(The actual facts in the Cronin case did not 
support the petitioner’s argument.) 


3. A gift to the insured’s son who was 
about to enter business and might need 
funds, provided the policy had substantial 
cash value which the son could and in fact 
did use for his business, or a gift of a policy 
of substantial cash value, to a daughter upon 
her marriage to give her a certain amount 


of financial independence, might withstand 
attack. 


4. If the insured has certain moral obli- 
gations—for example, to give a younger 
man a start in business in appreciation for 
the start given the insured by the younger 
man’s parent at a much earlier date—a trans- 
fer might withstand attack, and, in fact, 
did, in Boyle Trust v. U. S., supra. 


These are only a few illustrations of 
factual situations which, under the present 
state of the law and the decisions, should 
withstand a claim by the Commissioner that 
the gift was made in contemplation of death. 
The dominant motive in these examples is 
obviously connected with life. 

What are the pitfalls? Some of them 
clearly are the following: 


1. If the life insurance policies are trans- 
ferred to a trust, the beneficial provisions 
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of the trust and of the insured’s will should 
not be the same. It would be wise if the 
beneficiaries of the trust and the will could 
be different persons, or at least if the pro- 
portions could be entirely different. This 
applies, of course, only where the trust was 
created in the hope of saving federal estate 
taxes. (If the insured retained the incidents 
of ownership in the policies and the only 
purpose of the trust was to provide an 
appropriate method for dealing with the 
proceeds, this warning is not applicable, for 
the proceeds would be taxable under the regu- 
lar insurance provisions of the statute.) 


2. If a will or a codicil to a will is exe- 
cuted at the same time, or substantially at 
the same time, as the making of the gift, the 
gift would be held to be in contemplation 
of death. 


3. To transfer policies after withdraw- 
ing all the cash value, is probably unwise. 
There is considerable question about the 
transfer of policies where there is no cash 
value. It is difficult under either of these 
circumstances to establish any motive con- 
nected with living. 


4. Having provisions in a will and trust 
which dovetail with each other, is probably 
fatal. Apparently it is unwise to make refer- 
ence in a will to provisions of a trust cre- 
ated some years before the decedent’s death. 


5. Any transfer is likely to be determined 
to be in contemplation of death if the donor 
is in poor physical condition at the time of 
the transfer, particularly if he knows about 
his condition; if the sole motive is to avoid 
estate taxes; if there is a lack of consistent pol- 
icy of making gifts; if the value of the prop- 

-erty given is disproportionate to the amount 
shown in the estate tax return as subject 
to the basic tax; and, of course, if the donee 
is not permitted to enjoy the property until 
after the donor’s death, or if it is not con- 
templated that he will enjoy it during the 
donor’s life. 


The trénd of the cases is perfectly clear. 


All transfers of insurance policies will be 
scrutinized by the Commissioner upon the 
death of the insured. 


Those transfers where the dominant mo- 
tive is connected with the donor’s death, or 
those that are in the nature of a susbtitute 
for a testamentary disposition, will be 
determined by the Commissioner to have 
been made in contemplation of death. The 
Commissioner and the courts will be hard 
to persuade that the motive for transferring 
life insurance is connected with life, not with 
death. 


This is all on the assumption that a life 
insurance policy is not inherently testamen- 
tary in nature. If the court should come 
to that conclusion, all transfers would ap- 
pear to be in contemplation of death.” 


Current Decisions 


[Editor’s note: Since the original publi- 
cation of this article, the courts have issued 
some pertinent decisions, which Mr. Cohn 
has digested for us as follows. ] 


Arthur D. Cronin v. Commissioner [47-2 
ustc J 10,587], decided December 3, 1947 is 
of particular interest because the Tax Court 
in a unanimous Opinion reversed the De- 
sion of the Tax Court (7 T. C. 1403 decided 
December 30, 1946) which had held that the 
transfers of life insurance policies were 
made in contemplation of death. The Ap- 
pellate Court, after summarizing the record 
and the findings of fact which are stated in 
detail in the preceding article, mentioned 
that the Tax Court had not been convinced 
that the decedent’s business was of such 
kind or at such a juncture as to prompt him 
to make the transfers predominantly for 
protective reasons, and even if so, such pur- 
pose was neither inconsistent with nor hos- 
tile to making a testamentary distribution. 
The Appellate Court disagreed with these 
conclusions and made the point that the Tax 
Court was required to consider the motive 
of the decedent as of the time and under the 
circumstances in which the decedent found 
himself at the time he made the transfers, 


23 The Federal Estate and Gift Tax Committee 
of the Taxation Section of the American Bar 
Association states, in its preliminary report, that 
it has considered among other questions the 
problem discussed in this article, but does not 
at the present time make any specific recom- 
mendation. The language of the Committee's 
report is as follows: ‘‘Should a new subpara- 
graph be added to Code Section 811 (c), relating 
to the inclusion in a decedent’s gross estate of 
transfers in contemplation of or taking effect 
in possession or enjoyment at death, to make 
it clear that a transfer of life insurance shall 
not be deemed one taking effect at death solely 
by reason of the ‘testamentary character’ of 
such insurance? There appears to be a ten- 
dency on the part of the Courts to treat any 
transfer of a life insurance policy as one falling 
within the language of 811 (c), simply by reason 
of the inherent nature of insurance, whereby 
beneficial interests are enlarged at the death 
of the assured. However, it is believed by the 
Committee that a recommendation adopted at 
last year’s meeting of the House of Delegates 
and presently being considered by a Congres- 
sional Committee may effectively eliminate this 
problem. The recommendation referred to, of 
course, is that urging the amendment of Code 
Section 811 (g) (2) to provide that life insur- 
ance is to be treated exactly like any other form 
of property.’’ 
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not on the basis of current knowledge retro- 
spectively applied. The Tax Court had also 
stressed the fact that the insurance policies 
were themselves “inherently testamentary in 
nature” as to which the Circuit Court said: 


“To this we agree, and agree also with its 
view that the testamentary nature of the 
thing does not necessarily mean that the 
motive actuating the transfer is likewise 
testamentary in nature. It must be con- 
sidered, however, that the policies had great 
present value, constituted Cronin’s principal 
asset and that he was deeply concerned 
about the future of his business and the 
fnancial security of his wife and children. 
What then was his dominating purpose? 
He know, of course, that some day he would 
die and that his family would collect his in- 
surance, if he continued to carry it, but was 
without fear of early decease, if that is im- 
portant. Even so, it is an aspect of human 
nature that may not be ignored, that the fear 
of events that impend and seem imminent 
overrides apprehension of a contingency that 
however certain seems remote.” 


The question of whether the value of the 
life insurance proceeds which are the sub- 
ject matter of a gift in contemplation of 
death should be reduced by an amount based 
on the ratio which the donee’s premium pay- 
ments subsequent to transfer, if the transfer 
was before January 10, 1941, bears to the 
total cost of the policy, has not been satis- 
factorily answered. It came up in the Cronin 
case and the discussion there is mentioned 
in the preceding article. The question arose 
again in the Estate of Barnet Satuloff [TC 
Memo op., CCH Dec. 16,147(M), decided 
November 24, 1947.] The Commissioner in 
that case had determined the deficiency by 
including the entire proceeds of the insur- 
ance in the gross estate. The Petitioners 
alleged it was erroneous to include any more 
that the proportionate amount which they 
had returned on the basis of premium pay- 
ment by the decedent after January 10, 1941. 
The Court reviewed the facts and the de- 
cisions and concluded that the entire insur- 
ance proceeds should be included in the 
gross estate, stating as its reason for reject- 
ing the Petitioners’ contention: 

“On all the evidence we have concluded 
that the decedent’s dominant motive was the 
thought of death. Accordingly, we have 
found as an ultimate fact that the transfers 
in question were made in contemplation of 
death. We hold that the entire proceeds of 
the nine policies of insurance are includable 
in the gross estate for that reason. It is 
therefore unnecessary to consider the other 
contentions made by the parties.” 


Gifts of Life Insurance 


Estate of William E. Sloan [CCH Dec. 
15,918(M)] TC memo. op., (July 9, 1947), 
is another case where the proceeds of life 
insurance policies transferred by the de- 
cedent, in this instance eleven years before 
his death, were included in his gross estate 
as a gift made in contemplation of death. 
The policies had been transferred in 1931 
to trustees who were to hold the proceeds 
during the lifetime of named beneficiaries 
or until notification that the proceeds of 
the policies were no longer needed to make 
loans to the decedent’s estate. 


Estate of William D. Ruthrauff, [CCH 
Dec. 16,020], 9 TC — No. 59, (September 
25, 1947), bears out the point previously 
emphasized that all these cases turn on their 
facts and that where the taxpayer makes 
out a dominant motive for transfer con- 
nected with life, the Commissioner’s con- 
tention that the gift is in contemplation of 
death may be successfully rebutted. The 
decedent in this case had transferred life 
insurance policies in 1935 to trustees for the 
benefit of his wife and children. He was in 
good health at the time of the transfer and 
remained so until about a week before his 
death in 1941. During that interval he led 
an active business and social life. He was 
fond of horses, owned six or eight of them 
and rode a great deal; his hobby was hunt- 
ing. The decedent’s father had at one time 
accumulated a considerable fortune, which 
he lost, leaving the family in difficult cir- 
cumstances. Because of these financial re- 
verses the decedent had been compelled to 
withdraw from college. He felt that his 
father could, at one period, have taken steps 
to provide for his family’s financial security. 
The decedent considered his business haz- 
ardous and uncertain. In 1924, he and his 
associates had been sued for a very large 
sum, the suit being ultimately decided in 
their favor, but they were always concerned 
about the possibility of being involved again 
in such a situation. The decedent, in setting 
up the trust, wished to assure the protection 
of his wife and children in the event any- 
thing should happen to him and to fore- 
close the possibility that the insurance on 
his life would be subject to the claims of 
creditors. He also desired to create a fund 
which his family would not dissipate after 
his death. The Tax Court held that the 
transfers of the life insurance policies were 
not made in contemplation of death. 


In Helen M. Slifka v. Johnson [47-1 ustc 
7 10,548], 162 F. (2d) 467, (CCA-2, March 12, 
1947), cert. denied October 13, 1947, the 
decedent transferred policies in 1935 to 
named beneficiaries at the suggestion of an 
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insurance broker. Transfers were made for 
the purpose of avoiding payment of estate 
tax; at the time they were made, the 
decedent was in good health. The United 
States District Court for the Southern Dis- 
trict of New York and the Circuit Court 
of Appeals both found for the Collector, 
the Circuit Court stressing the close re- 
semblance between this case and Vander- 
lip v. Commissioner, supra. The existence of 
a question as to the admissibility of certain 
evidence in the case at bar, was the only 
difference between it and the Vanderlip case. 


In Estate of George F. Hurd [CCH Dec. 
16,069], 9 TC — No. 92, (October 15, 1947), 
the decedent had transferred certain life 
insurance policies to his first wife in accord- 
ance with a separation and property settle- 
ment agreement made in 1934; she was 
subsequently awarded an absolute divorce 
and the property settlement agreement was 
adopted by the court as part of its judg- 
ment. and decree. The decedent remarried 
and made gifts of five other policies of 
insurance on his life to his second wife. 
The Tax Court held that the earlier trans- 
fers were not in contemplation of death 
since the dominant motive for the assign- 
ment to his first wife, in accordance with 


the separation agreement, was connected 
not with death, but with his desire to settle 
their property rights immediately and to rid 
himself of all obligations towards her except 
as specified in the agreement. The susbe- 
quent transfer of policies to his second 
wife, however, was made in contemplation of 
death since the petitioner did not show a 
dominant motive connected with life. The 
petitioner contended that the dominant 
motive for the second assignment was the 
decedent’s desire to have those policies free 
from all danger of seizure by his creditors, 
particularly by his first wife, to whom he 
owed a large amount of money. The Tax 
Court pointed out that under the New York 
insurance law, enacted in 1927, these insur- 
ance policies were beyond the reach of the 
decedent’s creditors except for debts con- 
tracted before the enactment of the law, 
and there was no evidence of the existence 
of any such indebtedness. Under these 
circumstances, the court found the second 
transfers were in contemplation of death, 
Three judges dissented from the holding 
of the majority on the question of the first 
assignment. 
R. J. Flick, supra, footnote 15. 
Paul Garrett Estate, supra, footnote 16. 


[The End] 


——_— ee 


STILL ANOTHER ‘“*NEW LOOK” 


“Today you are men,” the Senate has told its page boys, who, 
beginning January 3, when Congress convened, graduated into 


long pants. 


The garb of knickers and long black stockings—a 


tradition since 1848—has been replaced by black suits, black ties, 
black shoes and white shirts. Although the official explanation is 
that the twenty-one pages encountered difficulties in finding little- 
boy styles in big-boy sizes, one gathers that the jibes and jeers 
from their House peers (who donned long britches last year) had 
been too loud and too long. 
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WASHINGTON TAX TALK—Continued from page 107 


ents was raised from $200 to $400. The 
report of the Committee on Ways and 
Means stated: 


“‘The equity of these increased exemp- 
tions is self-evident. It relieves the tax- 
payers least able to bear the tax burdens.’ 


“It is recommended, therefore, that the 
highest priority be given in any program 
for reduction of individual income taxes to 
increasing personal exemptions, and that 
25 billion dollars of revenue reduction be 
utilized immediately to grant such relief to 
the lowest income groups. 


“2, Income splitting.—It is my view that 
the requirement that husband and wife file 
a mandatory joint return is the most equi- 
table effective and administratively prac- 
ticable method for eliminating the discrimi- 
natory advantages now enjoyed by married 
persons residing in community-property 
States. If, however, such a_ solution is 
politically unacceptable, only after the 
recommendations contained herein for in- 
creasing person [sic] exemptions and elimi- 
nating certain excise taxes have been adopted, 
would I recommend legislation to enable 
husbands and wives, wherever they may 
reside, to divide their incomes for tax pur- 
poses. It is estimated that the revenue loss 
from this proposal will be between 700 and 
800 million dollars, the major portion of 
which would go to taxpayers with net 
incomes between $10,000 and $100,000. 


“3. Averaging.—Taxpayers with fluctuat- 
ing incomes should be allowed to average 
net income and exemptions over a 5- or 
6-year period in order to insure maximum 
use of personal exemptions in the lowest 
income groups, and to enable individuals 
receiving salaries to obtain the same tax 
treatment provided to persons engaged in a 
trade or business by reason of the net oper- 
ating deduction. 


“4. Capital gains.—The present tax treat- 
ment of capital gains at a maximum rate of 
25 percent, if the asset is held for more than 
6 months, is a loophole through which a 
large segment of income escapes its fair 
share of the tax burden. Data collected 
from individual income-tax returns and tax- 
able fiduciary returns with net incomes 
between $300,000 and $1,000,000 for 1945 
show that 35 percent of the income reported 


was derived from sale or exchange of capital 
assets, 


Washington Tax Talk 


“The marginal effective tax rate in these 
brackets is 86.45 percent—which is quite a 
contrast with the 25 percent maximum pay- 
able on long-term capital gains. Since the 
theory of a special rate for capital gains is 
that the increase in value accrues over sev- 
eral taxable years, the adoption of a system 
of averaging, as recommended above, and 
full deductibility of capital losses would 
eliminate the justification usually given for 
the existing tax preference for capital gains. 


“I believe that capital gains should be 
taxed like other income and that capital 
losses should be allowed in full. At the 
very least, however, the tax rate on capital 
gains should be substantially increased, and 
the holding period for obtaining the low 
alternative rate raised to 2 years, as an im- 
mediate counter-inflationary move against 
speculation. With revenue requirements 
still at or near the wartime levels, there is 
no excuse for giving speculative and invest- 
ment income a tax advantage over earned 
income. 


iting 


5. Earned income credit.—If the ma- 
jority were really interested in stimulating 
incentive to produce, they might have 
recommended immediate enactment of an 
earned income credit. I believe that a 
practical method of allowing a tax credit 
on earned income should be enacted into 
law. 


“6. Percentage depletion—Few people 
and even few businessmen appreciate the 
size of the percentage depletion loophole. 
Without ‘percentage’ or ‘discovery’ deple- 
tion, producers of certain minerals named 
in section 114 of the Internal Revenue Code 
would be allowed tax-free recovery of on'y 
100 percent of their investment in the min- 
eral properties. If a factory owner buys 
a machine for use in his business, and that 
machine can be expected to last for 20 
years, he is permitted to deduct each year 
for 20 years one-twentieth of the cost of 
that machine. 


“Since he will have to buy a new machine 
at the end of 20 years, this deduction pro- 
vides a fair method of recovery of the 
amount invested in the machine. But the 
factory owner is not permitted to deduct 
as depreciation more than the cost of the 
machine. The owner of a deposit of minerals 
subject to percentage depletion, however, 
may receive this special allowance long 
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after he has recovered his investment. In 
such cases, taxpayers receiving percentage 
depletion are being granted a_ business 
subsidy at the expense of other taxpayers. 
I feel this inequity is unjustified and should 
be removed. 


“7. Tax-exempt securities.—Income from 
future security issues by State and local 
government should be made fully taxable. 
Any actual or theoretical advantage to the 
fiscal operations of States and municipalities 
is more than outweighed by the undesira- 
bility of continuing this avenue of escape 
of wealthy taxpayers from the Federal sur- 
tax brackets.” 


Estate and Gift Taxes 


The minority report makes the following 
estate and gift tax recommendations: 


“1. Correlation and integration.— In lieu 
of the loopholes in the estate and gift tax 
structure which the majority would validate, 
it is recommended that careful considera- 
tion be given by the Committeé on Ways 
and Means to the recommendations of the 
Treasury Department for integrating the es- 
tate and gift taxes into a single transfer tax 
and correlating the transfer tax with the in- 
come tax. In addition, Congress shall seriously 
consider the avoidance of estate taxes over. 
several generations by means of trusts. 


“2. Reduction in exemptions and increase 
in rates.—The yield from estate and gift taxes 
in fiscal year 1947 totaled only $779,000,000. 
While Federal revenues have increased 
eight times since 1939, estate and gift tax 
collections have slightly more than doubled. 
It seems clear that the privilege of trans- 
mitting property at death is not bearing its 
fair share of the increased tax burdens of 
the Federal Government. The revenues 
from the integrated transfer tax recom- 
mended above should be doubled. If this 
were done, sufficient additional revenue 
would be provided to offset the loss from 
splitting of income between husband and 
wife for Federal income-tax purposes. By 
combining these two proposals, the cost of 
income splitting would be defrayed by those 
taxpayers who would receive the greatest 
benefits therefrom. 


“The foregoing alternative tax program 
would close existing loopholes in the Fed- 
eral tax structure. It would grant tax relief 
where it is most needed. Both aspects are 
fundamental to the maintenance of an ade- 
quate and equitable tax system to meet the 
peacetime needs of the Federal Government. 
When inflation strikes, taxes on the lowest 
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income groups must be adjusted to relieve 
the pressures which always fall hardest upon 
the poor. When tax rates are high, it is 
imperative that all taxpayers similarly sit- 
uated should pay the same amount of tax,” 


Excise Taxes 
The report continues: 


“If reduction of 4 billion dollars were 
advisable, a 1.5 billion-dollar cut in excise 
taxes might equitably be coupled with the 
2.5 billion dollars allowed for increases in 
personal exemptions, as recommended herein, 
It is important, however, that the excise 
taxes to be reduced or eliminated be selected 
on the basis of regressivity. Those excise 
or sales taxes which fall upon everyday 
necessities of the low-income groups should 
be the first to be abandoned. On this stand- 
ard, the following excises are recommended 
for repeal or reduction with estimated an- 
nual revenue loss based upon receipts for 
fiscal year 1947 as follows: 


1. Excise taxes recommended 
for repeal 


Oleomargarine, including special 
taxes 

Transportation of property. . 

Transportation of persons.... 

Electric-light bulbs 

Electrical energy 

Toilet preparations .. 

Tires and inner tubes 

Matches ” 

Lubricating oil .. 7” 

Luggage, women’s purses, etc. 


$6,000,000 
276,000,000 
244,000,000 
23,000,000 
63,000,000 
96,000,000 
175,000,000 
8,000,000 
82,000,000 
85,000,000 
Subtotal 1,058,000,000 
2. Excise taxes recommended 
for 50-percent reduction 


$228,000,000 
126,000,000 
82,000,000 


Admissions eee 
Telephone, telegraph, radio, etc. 
Local telephone service...... 


Subtotal 


436,000,000 


Total amount of revenue 
loss from excise-tax re- 


duction and repeal 1,494,000,000 


“In addition to those excise taxes specifi- 
cally enumerated above it is my opinion 
that Federal taxes on such articles as type- 
writers, cameras, and automobile parts be 
reexamined with a view to their speedy 
reduction and elimination as revenue needs 
may permit.” [The End] 
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by J. H. Landman 


Peat, Marwick, Mitchell & Co. 
New York 


Tax Briefs... 


Valid Family Partnerships. The conver- 
sion of a family corporation into a 
family partnership does not invalidate 
the partnership for tax purposes if all 
the family members in varying degrees 
helped to build the original corporation, if 
the gift of shares of stock gave them equal 
interests, and if the family corporation was 
organized three years prior to the formation 
of the partnership but not in anticipation of 
it. Lawton v. Commissioner [47-2  ustc 
9392], CCA-6, November 24, 1947; revers- 
ing [CCH Dec. 15,161] 6 TC 1093. 


A family partnership of a husband, wife 
and children’s trust is valid for tax purposes 
based on their respective capital contribu- 
tions arising from a liquidated family corpo- 
ration which had been created earlier by 
gifts of stock, and which had not been cre- 
ated in contemplation of the formation of a 
family partnership. Consequently, the orig- 
inal donor-father of the stock is not exclu- 
sively liable for tax on the capital gains on 
liquidation and the taxable income arising 
irom the family partnership. E. Y. Mallary, 
!r.v. Marion H. Allen [47-2 ustc J 9399], DC 
Ga., November 13, 1947. 


Jury decisions are already making them- 
selves felt in softening the harshness of the 
United States Supreme Court decisions in 
the Tower and Lusthaus cases. 


Purchase of Bonds at Less than Face 
Value. A solvent corporate debtor which 
purchases its obligations at a discount from 
creditors and through agents is not taxable 
on the gain if the seller-creditor knows the 
debtor was buying its bonds. Commissioner 
v. Jacobson [47-2 ustc J 9406], CCA-7, De- 
cember 5, 1947; affirming and reversing in 
part [CCH Dec. 15,155] 6 TC 1048. 
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This case is distinguishable from U. S, v. 
Kirby Lumber Company [2 ustc { 814], 284 
U. S. 1, where a taxable result followed be- 
cause the seller-creditor did not know the 
debtor was buying its obligations. 


Dependents. Because stepdaughters-in- 
law and stepgrandsons do not qualify as de- 
pendents, a taxpayer may not claim 
deductions for them. However, daughters- 
in-law and grandsons are dependents. Con- 
sequently, the taxpayer’s wife could have 
claimed them as dependents even though 
she had no taxable income, had a joint re- 
turn for the husband and wife been filed. 
Desio Barbetti [CCH Dec. 16,164], 9 TC —, 
No. 142. 


Partnership Interest Capital Asset. The 
sale of a partnership interest yields capital 
rather than ordinary gain or loss. U. S. v. 
Landreth [47-2 ustc J 9401], CCA-5, Decem- 
ber 4, 1947; affirming [47-1 ustc J 9144] 70 
F. Supp. 991. 


Partner’s Income. When a partnership 
interest is sold before the end of the firm’s 
taxable year, the seller is taxable on his share 
of the partnership income until the date of 
the sale. Robert S. Le Sage [CCH Dec. 
16,163(M)], TC memo. op. 


Employee Drawing Accounts. Employee 
drawing accounts are loans and not taxable 
income if they are payments against com- 
missions. However, if they are minimum 
guarantees against commissions, they con- 
stitute taxable income. Shockey [CCH Dec. 
16,075(M)], 6 TCM —. 


Timely Refund Claims. Income tax refund 
claims must be filed within three years from 
the time the return might be filed without 
penalty, or within two years from the time 
the tax was paid, whichever is later. The 
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four-year period of limitations does not ap- 
ply to income tax refund claims; it applies 
where other taxes are illegally and errone- 
ously assessed. Jones v. Liberty Glass Com- 
pany [48-1 ustc 7 9113], S. Ct., December 
22, 1947, reversing [47-1 ustc J 9133] 159 F. 
(2d) 316; Kavanaugh v. Noble [48-1 ustc 
7 9114], S. Ct., December 22, 1947, reversing 
[47-1 ustc J 9179] 160 F. (2d) 104. 


Proper Notice of Deficiency. A notice of 
a tax deficiency addressed to a successor 
company resulting from a consolidation con- 
stitutes a proper mailing of such notice, 
though it concerns the tax affairs of a prede- 
cessor. Northern Ohio Railway Company, 
Akron Canton & Youngstown Railroad Com- 
pany, Successor [CCH Dec. 16,141(M)], 6 
TCM —. 


Connecticut Sales and Use Tax. The re- 
tailer who collects the tax must include it in 


gross income and then deduct it as a tax. 
I. T. 3881. 


Farm for Profits Not Hobby. Even 
though a farm has been sustaining losses 
for twelve years, it may be considered to be 
operated for profit and entitled to loss de- 
ductions, and is not necessarily a hobby 
farm or an adjunct to a residence which is 
denied such deductions. Norton L. Smith 
[CCH Dec. 16,173], 9 TC —, No. 149. 


Illegal Income. The approximate income 


from illegal gambling operations may be 


added to other taxable income. The failure 
of the taxpayer to testify helps render rea- 
sonable this method of calculating this ad- 
ditional taxable income. Max Cohen [CCH 
Dec. 16,174], 9 TC —, No. 150, December 
19, 1947, 


Controlled v. Free Foreign Currency. De- 
ductible tax losses are not sustained when a 
taxpayer receives compensation abroad at 
controlled instead of free currency rates, 
though as a consequence the costs of com- 
modities to him are much greater than they 
would be otherwise. S. E. Boyer [CCH 
Dec. 16,175], 9 TC —, No. 151. 


Non-Tax-Exempt Social Club. If the 
sales activities of a social or charitable club, 
otherwise tax exempt, are not incidental to 
its purported objectives, it loses its tax- 
exempt status. National Mah Jongg League, 
Inc., v. U. S. [48-1 ustc 79118], DC N. Y., 
December 18, 1947; Aviation Club of Utah v. 
Commissioner [47-2 ustc ¥ 9316], 162 F. (2d) 
984 (CCA-10), affirming [CCH Dec. 15,274] 
7 SC Sa. 


Paying Another’s Debts. A surviving 
wife and sole beneficiary may not deduct, 
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in computing her own taxes, the amounts 
she pays in discharging her deceased hus- 
band’s debts when she is not personally ob- 
ligated to pay them. Sanburn v. U. S. [48-1 
ustc $9111], DC Mass., December 18, 1947, 


Bank Reserve Method for Bad Debts. A 
bank may use its average annual bad debt 
loss for a period of twenty years in deter- 
mining the annual addition to a reserve for 
bad debts, limited by the fact that no addi- 
tion to the reserve may cause the total of 
such reserves to exceed three times the 
amount calculated by multiplying the out- 
standing loans at the end of the taxable 
year by the average ratio of bad debt losses 


to loans during the same twenty-year period, 
Mim. 6209. 


Life Insurance Companies. To compute 
the “reserve and other policy liability credit” 
for life insurance companies for the taxable 
year 1947, the figure 1.0066 is to be used. 
Tr. By, SS. 


Stamp Tax. A constructive transfer of 
stock to shareholders of the non-surviving 
corporation in a merger in proportion to 
holdings is subject to the documentary 
stamp tax. American Processing & Sales 
Company [48-1 ustc § 9102], CCA-7, Decem- 
ber 9, 1947; reversing [46-2 ustc { 936] 69 
F, Supp. 53 (DC II1.). 


Payments for Future Services. Payments 
for further services are taxable when re- 
ceived by an accrual basis taxpayer. To il- 
lustrate, an accrual basis warehouse corpo- 
ration may not deduct from taxable income 
in the current year a reserve account for its 
liability to remove merchandise subsequent- 
ly at the end of the storage period, because 
it is not deferred income. Capital Warehouse 
Company, Inc. [CCH Dec. 16,142], 9 TC —, 
No. 127. 


Year of Bad Debt Deduction. Actual 
worthlessness and not the taxpayer’s judg- 
ment governs the year when a bad debt de- 
duction may be taken. Hahnel Brothers 
Company v. Clinton A. Clauson [47-2 uste 
{ 9336], DC Me., November 13, 1947. 


Capital Stock Tax. A railroad corpora- 
tion that leased out its property for 999 years 
is considered as doing business and is, as a 
consequence, subject to capital stock tax. 
Pittsburgh, Cincinnati, Chicago and St. Louts 
Railroad Company v. U. S. [47-2 ustc § 9400], 
Ct. Cls., December 1, 1947. 


Security Traders. Dividends paid on ac- 
count of stock borrowed for short-sale trans- 
actions by a trader in securities are deductible 
as business expenses. Commissioner v. 


Wiesler [CCH Dec. 15,170], 6 TC 1148, af- 
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firmed [47-1 ustc 9278] 161 F. (2d) 997 
(CCA-6), cert. denied; Wilson v. Commis- 
sioner [CCH Dec. 15,313(M)], 5 TCM 647, 
afarmed [47-1 ustc { 9367] 163 F. (2d) 680 
(CCA-9), cert. denied. 


Tax Value of Property by Gift. When a 
factory building is acquired by a taxpayer 
as a gift, the donor’s tax value attaches it- 
self to it for depreciation purposes. How- 
ever, if the transfer of this property is not 
in reality a gift, its acquisition costs consti- 
tute its tax value. McKay Products Corpo- 
ration [CCH Dec. 16,161], 9 TC —, No. 141. 


Change to Reserve Method for Bad Debts. 
The time for filing an application for per- 
mission to change to the reserve method of 
treating bad debts has been extended to 
not later than March 15, 1948, for the 1947 
calendar year. T. D. 5594. 


Tax-Exempt Resident Abroad. Though 
he retains his United States citizenship and 
domicile a taxpayer becomes a tax-exempt, 
bona fide resident of a foreign country when 
he has living quarters abroad and pays for- 
eign income taxes if his intentions are to 
reside abroad at least for a number of years. 
Swenson v. Thomas [47-2 ustc J 9404], 
CCA-5, December 4, 1947; reversing [46-2 
ustc J 9382] 68 F. Supp. 390 (DC Tex.). 


Commodity Credit Corporation. Income 
derived from the obligations of the Com- 
modity Credit Corporation is tax exempt, 
but that derived from the sale of cotton pro- 
ducers’ notes to the Commodity Credit Cor- 
poration is not tax exempt. Republic Na- 
tional Bank of Dallas [CCH Dec. 16,153], 9 
TC —, No. 135. 


Income from Estate. A beneficiary of a 
trust is taxable on his share of income, even 
though he did not collect and enjoy it, if he 
was entitled to it on demand. Bunting v. 
Commissioner [47-2 ustc J 9391], CCA-6, 
November 24, 1947; affirming [CCH Dec. 
15,339(M)] 5 TCM 704: 


Consolidated Returns. Affiliated corpora- 
tions which filed consolidated income tax 
returns for the calendar year 1946 may file 


separate income tax returns for the calendar 
year 1947, I. T. 3880. 


Pensions. Pensions received by former 
police and fire department members of New 
York City because of total permanent dis- 
ability are in lieu of workmen’s compensa- 
tion and are excludable from taxable gross 
income. I. T. 3877. 


Rental Income Received by Tenants by 


Entireties. Rental income from North 
Carolina real property owned by a husband 
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and wife as tenants by the entirety is re- 
portable in full by the husband, but gains 
and losses therefrom are divided equally. 


I. T. 3878. 


Non-Deductible Traveling Expenses. 
Traveling expenses of a government em- 
ployee while at a post of duty are not de- 
ductible. Leonard S. & Thelma Stephens 
[CCH Dec. 16,133(M)], 6 TCM —. 


Insurance Trust. The grantor’s father, 
whose life was insured, is not taxable on the 
income of a security trust created by the son 
and used to pay life insurance premiums. 
The income is taxable to the insurance trust. 
Central Hanover Bank and Trust Company 
et al. v. Hoey [47-2 ustc J 9387], DC N. Y., 
October 25, 1947. 


Renegotiation. Even though a taxpayer’s 
war subcontracts were in amounts of less 
than $100,000, it is subject to renegotiation if 
its aggregate war contract receipts exceed- 
ed $500,000. Supply Division, Inc. [CCH 
GOVERNMENT CONTRACTS REPORTER { 60,404], 
9 TC —, No. 144. 


Unused Credit Carry-Back. A corpora- 
tion in liquidation is not entitled to an un- 
used excess profits credit carry-back. Wier 
Long Leaf Lumber Company [CCH Dec. 
16,157], 9 TC —, No. 131. 

However, Acampo Winery & Distilleries, 
Inc. [CCH Dec. 15,345], 7 TC 629, permits a 
liquidating corporation an operating loss 
carry-back. 


Installment Basis Taxpayers. An install- 
ment basis taxpayer electing the accrual 
method for excess profits tax purposes is 
entitled to bad debt deductions on pre-1940 
installment accounts receivable charged off 
in the taxable year. Commissioner v. Mackin 
Corporation [47-2 ustc J 5916], CCA-1, De- 
cember 4, 1947; affirming [CCH Dec. 
15,349] 7 TC 648. 


This decision is contrary to the Treasury 
regulation on this point. 


Abnormal Income (Section 721). A tax- 
payer must prove the character and amount 
of its abnormal income in excess profits tax 
years from earlier years’ research and de- 
velopment if it seeks to reduce its excess 
profits taxes by reallocating this abnormal 
income to those years. Eitel-McCullogh, 
Inc. [CCH Dec. 16,171], 9 TC —, No. 148. 


Equity-Invested Capital. In determining 
equity-invested capital, money paid in for 
stock need not be reduced by commissions 
paid for the sale of the stock. American 
Business Credit Corporation [CCH Dec. 
16,168], 9 TC —, No. 145. 


(Continued on page 178) 





T LOOKS as though the stock dividend ’* 

was here to stay. Its usage is almost 
ancient: the fabulous East India Company 
employed it in the seventeenth century.” But 
in a surplus-conscious age, its advantages 
are becoming more widely recognized. 
Thus, in 1925 the authoritative Financial 
Handbook (Ronald Press Company, page 
590) listed four reasons for the issuance of 
stock dividends, but the 1937 edition of the 
same book (page 606) conjured up an addi- 
tional pair of reasons. 


History and business advantages to the 
contrary, no commercial tool could long 
survive an adverse tax effect. Suppose a 
corporation could capitalize its earnings and 
keep voracious stockholders happy through 
the medium of a stock dividend. Suppose 
five other reasons were effectuated by a direc- 
tors’ resolution. Would these reasons, how- 
ever legitimate and compelling, be pursued 
if the stock dividend constituted taxable 
income to the shareholders? The answer 
seems obvious, for after the United States 
Supreme Court gave its blessing (for the 
moment) to tax-free stock dividends, that 
device multiplied in usage markedly. 


In 1916, the Standard Oil Company of 
California decided to readjust its capitali- 
zation, and declared a fifty per cent stock 
dividend. Mrs. Myrtle H. Macomber, among 
others, was called upon to pay a tax defi- 
ciency arising from unreported income; the 
Revenue Act of 1916 had included in its 
definition of income “any distribution made 
or ordered to be made by a corporation .. . 
whether in cash or in stock of the corpora- 
tion . . . which stock dividend shall be 
considered income, to the amount of its cash 
value.”* Unlike the other stockholders, 


1 Hisner v. Macomber [1 ustc § 32], 252 U. S. 
189 (1920). 

2 Arthur Stone Dewing, The Financial Policy 
of Corporations, Ronald Press Company, 1946, 
Vol. II, p. 816. 

3 Title I, Part I, Section 2 (a). 


ll 
Eisner v. Macomber 


More or Less 


Surrounded with Mystery 


Tax Classics e e by Robert S. Holzman 


Mrs. Macomber engaged one Charles E. 
Hughes to see her through the courts. Un- 
like the the other stockholders, she achieved 
tax immortality. 


On March 8, 1920, Mr. Justice Pitney 
read the Supreme Court’s majority opinion 
from a five-to-four bench: “. . . In order 
to make the adjustment, a charge is made 
against surplus account with corresponding 
credit to capital stock account, equal to the 
proposed ‘dividend’; the new stock is issued 
against this and the certificates delivered 
to the existing stockholders in proportion 
to their previous holdings. This, however, 
is merely bookkeeping that does not affect 
the aggregate assets of the corporation or 
its outstanding liabilities; it affects only the 
form, not the essence of the ‘liability’ ac- 
knowledged by the corporation to its own 
shareholders, and this through a readjust- 
ment of accounts on one side of the balance 
sheet only, increasing ‘capital stock’ at the 
expense of ‘surplus’; it does not alter the 
pre-existing proportionate interest of any 
stockholder or increase the intrinsic value 
of his holding or of the aggregate holdings 
of the other stockholders as they stood be- 
fore. The new certificates simply increase 
the number of the shares, with consequent 
dilution of the value of each share. 


“A ‘stock dividend’ shows that the com- 
pany’s accumulated profits have been capi- 
talized, instead of being distributed to the 
stockholders or retained as surplus available 
for distribution in money or in kind should 
opportunity offer. Far from being a reali- 
zation of profits of the stockholder, it tends 
rather to postpone such realization, in that 
the fund represented by the new stock has 
been transferred from surplus to capital, and 
no longer is available for actual distribution. 


“The essential and controlling fact is that 
the stockholder has received nothing out 0! 


170 February, 1948 e TAXES —The Tax Magazine 


the 
and 
of | 
wha 
resu 
that 
of t! 
of tl 
whi 
inve 
trut 
forn 
the 
of t 
“y 
divi 
erty 
that 
acct 
whi 
rich 
at t 
or | 


nev 
and 
equ 
sO 
oth 
aris 
tax 
be 
sha 
div 
par 
she 
bef 
tait 
pot 
sal 
pat 
out 
of 
to 
sto 
the 
tal 
on 
rec 
pa 


66 





ved 


they 
nion 
rder 
lade 
ding 
. the 
sued 
ered 
‘tion 
Ver, 
ffect 
n or 
the 
| ac- 
own 
just- 
ance 

the 
the 
any 
ralue 
lings 
| be- 
“ease 
uent 


rOm- 
capi- 
» the 
lable 
ould 
-eali- 
ends 
that 
- has 
and 
ition 


that 
ut of 


azine 


the company’s assets for his separate use 
and benefit; on the contrary, every dollar 
of his original investment, together with 
whatever accretions and accumulations have 
resulted from employment of his money and 
that of the other stockholders in the business 
of the company, still remains the property 
of the company, and subject to business risks 
which may result in wiping out the entire 
investment. Having regard to the very 
truth of the matter, to substance and not to 
form, he has received nothing that answers 
the definition of income within the meaning 
of the Sixteenth Amendment... . 


“We are clear that not only does a stock 
dividend really take nothing from the prop- 
erty of the corporation and add nothing to 
that of the shareholder, but the antecedent 
accumulation of profits evidenced thereby, 
while indicating that the shareholder is the 
richer because of an increase of his capital, 
at the same time shows he has not realized 
or received any income in the transaction. 


“It is said that a stockholder may sell the 
new shares acquired in the stock dividend 
and so he may, if he can find a buyer. It is 
equally true that if he does sell, and in doing 
so realizes a profit, such profit, like any 
other, is income, and so far as it may have 
arisen since the Sixteenth Amendment is 
taxable by Congress. . . . The same would 
be true were he to sell some of his original 
shares at a profit. But if a shareholder sells 
dividend stock he necessarily disposes of a 
part of his capital interest, just as if he 
should sell a part of his old stock, either 
before or after the dividend. What he re- 
tains no longer entitles him to the same pro- 
portion of future dividends as before the 
sale. His part in the control of the com- 
pany likewise is diminished. Yet, with- 
out selling, the shareholder, unless possessed 
of other resources, has not the wherewithal 
to pay an income tax upon the dividend 
stock. Nothing could -more clearly show 
that to tax a stock dividend is to tax a capi- 
tal increase, and not income, than this dem- 
onstration that in the nature of things it 
requires conversion of capital in order to 
pay the tax. 


Ph EROUGHOUT the argument of the 
government, in a variety of forms, runs 
the fundamental error already mentioned—a 
failure to appraise correctly the force of the 
term ‘income’ as used in the Sixteenth Amend- 
ment, or at least to give practical effect to 
it. Thus the government contends that the 
tax ‘is levied on income derived from cor- 
porate earnings’, when in truth the stock- 
holder has ‘derived’ nothing except paper 
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certificates which, so far as they have any 
effect, deny him present participation in 
such earnings. It contends that the tax may 
be laid when earnings ‘are received by the 
stockholders’, whereas he has received none; 
that the profits are ‘distributed by means of 
a stock dividend’, although a stock dividend 
distributes no profits; that under the act of 
1916 ‘the tax is on the stockholder’s share 
in corporate earnings’, when in truth the 
stockholder has no such share, and receives 
none in a stock dividend; that ‘the profits 
are segregated from his former capital, and 
he has a separate certificate representing 
his invested profits or gains’, whereas there 
has been no segregation of profits, nor has 
he any separate certificate representing a 
personal gain, since the certificates, new and 
old, are alike in what they represent—a 
capital interest in the entire concerns of the 
corporation. 


WE HAVE NO DOUBT of the power 
or duty of a court to look through 
the form of the corporation and determine 
the question of the stockholder’s right, in 
order to ascertain whether he has received 
income taxable by Congress. .. . But, look- 
ing through the form, we cannot disregard 
the essential truth disclosed, ignore the sub- 
stantial difference between corporation and 
stockholder, treat the entire organization as 
unreal, look upon stockholders as partners, 
when they are not such, treat them as hav- 
ing in equity a right to a partition of the 
corporate assets, when they have none, 
and indulge the fiction that they have re- 
ceived and realized a share of the profits 
of the company which in truth they have 
neither received nor realized. We must 
treat the corporation as a substantial entity 
separate from the stockholder, not only be- 
cause such is the practical fact but because 
it is only by recognizing such separateness 
that any dividend—even one paid in money 
or property—can be regarded as income of 
the stockholder. Did we regard corpora- 
tion and: stockholders as altogether identi- 
cal, there would be no income except as 
the corporation acquired it; and while this 
would be taxable against the corporation as 
income under appropriate provisions of law, 
the individual stockholders could not be 
separately and additionally taxed with re- 
spect to their several shares even when di- 
vided, since if there were entire identity be- 
tween them and the company they could 
not be regarded as receiving anything from 
it, any more than if one’s money were to be 
removed from one pocket to another. 

The Revenue Act of 1916, in so far as it 
imposes a tax upon the stockholder because 
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of such dividend, contravenes the provisions 

. . of the Constitution, and to this extent 
is invalid, notwithstanding the Sixteenth 
Amendment.” 


ipower implications were tremendous. Any 
stock dividend, it was believed, was 
now tax exempt in the hands of the share- 
holders. Few warned that “many a man in 
the street leaps to the conclusion that a stock 
dividend is not income. . . . This is super- 
fiicial—the problem is declared closed be- 
fore it has been passed.” * Corporate direc- 
tors, it was felt, were virtually invited to 
retain all earnings, and stockholders could 
get marketable evidences of the company’s 
prosperity without benefit of a tax bill. Vast 
corporations, such as the F. W. Woolworth 
Company, became vaster by financing them- 
selves heavily through past earnings; and 
the stockholders could see their shares in- 
crease in net market price because the per- 
share value of the stock could be kept suffi- 
ciently low to attract additional investors. 
The Standard Oil Company of Indiana had 
found it expedient to issue a modest 2,900 
per cent stock dividend. Stock dividends 
ceased to be regarded as a questionable tool 
of financiers when cash was not available for 
distributions. 


Immediately after the Macomber decision, 
the Treasury Department issued regulations 
that exempted from tax all stock dividends, 
regardless of the classes of stock. And in 
the Revenue Act of 1921, Congress categori- 
cally stated that a “stock dividend shall not 
be subject to tax.”* All revenue acts through 
1934 contained the same language. Neither 
Treasury nor Congress heeded the Supreme 
Court’s suggestion that there was a distinc- 
tion between a stock dividend which worked 
no change in the corporate entity and one in 
which the proportional interest of the stock- 
holder after the distribution was essentially 
different from his former interest.© But in 
1936, the Supreme Court ruled that divi- 
dends on. preferred shares of a corporation’s 
stock which were paid in common shares 
were income because this “stock dividend 
gives the stockholder an interest different 
from that which his former stockholdings 
represented.” * 


So Congress redefined the term “dividend” 
to mean “any distribution made by a corpo- 





4*Edward H. Warren, ‘‘Taxability of Stock 
Dividends as Income,’’ Harvard Law Review, 
May, 1920, p. 886. 

5 42 Statutes 227, 228. 

6U, 8. v. Phellis [1 ustc 1 54], 257 U. S. 156 
(1921). 

7 Koshland v. Helvering [36-1 ustc { 9294], 298 
U.S. 441 (1936). 


ration to its shareholders, whether in money 
or in other property, out of earnings or 
profits.” * The courts had to decide whether 
a stock dividend was equivalent to income. 
A dividend of preferred stock on common 
shares where both classes already were out- 
standing was deemed taxable;* nontaxable 
were nonvoting common on both voting and 
nonvoting common where only two classes 
of stock were outstanding ® and new non- 
voting preferred on common where com- 
mon had been the only outstanding issue” 
Then, perhaps to show that Congress and 
justices may change but the essence of Eis- 
ner UV. Macomber does not, the Supreme 
Court decided for a second time that a com- 
mon stock dividend on common stock (the 
only outstanding issue) was nontaxable.” 


How effective is a stock dividend to avoid 
the Section 102 surtax? A corporation ordi- 
narily would receive only the equivalent of 
a dividends-paid credit for a stock dividend 
“which is a taxable dividend in the hands of 
the shareholders.” (Code Section 27(f).) 
Of late, there has been some tendency to 
reduce surplus otherwise vulnerable to Sec- 
tion 102 through a capitalization of earnings 
by a stock dividend; but one authority * re- 
cently has warned that this is dangerous, un- 
less there is a real need for increasing the 
permanent capital of the business, as the step 
might be deemed indicative of a tax-saving 
purpose. 


OW the present Supreme Court would 

decide a stock div‘dend case today, no one 
(or nine) knows. But the clue may have 
been furnished in 1936, when a representa- 
tive from Kentucky declared in a Congres- 
sional floor discussion: “This is a field that 
has more or less been surrounded with mys- 
tery. . . . The kind of securities issued and 
the change in the proportion of ownership of 
a person in a corporation are the determin- 
ing factors as to whether or not it is taxable 
income under the Sixteenth Amendment.” * 
That speaker was the present Chief Justice 
of the United States. 





8 Revenue Act of 1936, Section 115 (a). 

9 Helvering v. Gowran [37-2 ustc { 9571], 302 
U. S. 238 (1937). 

10 Helvering v. Sprouse [43-1 ustc { 9361], 318 
U. S. 604 (1943). 

11 Strassburger v. Commissioner [43-1 ustc 
9363], 318 U. S. 604 (1943). 

12 Helvering v. Griffiths [43-1 ustc { 9319], 318 
U. S. 371 (1943). 

13 Maurice Austin, ‘‘Dividend Payments and 
Section 102," The New York Certified Public Ac 
countant, December, 1947, p. 787. 

14 J. S. Seidman, Legislative History of Fed- 
eral Income Taxes, Prentice-Hall, Inc., 1938, 
p. 248. 
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by Lewis Gluick, C. P.A. 


Talking Shop 


sf? PHERE shall be in the office of the 

Commissioner an analytical chemist 
and a miscroscopist.” This, readers, is not 
an extract from the statute governing the 
Patent Office, or the Federal Trade Com- 
mission, or the Food and Drug Admin- 
istration. No! The Commissioner meant 
is the Commissioner of Internal Revenue, 
and the citation is Internal Revenue Code 
Section 3920. Now will someone tell us 
the names of these people, and exactly 
what they do? 


“Any collector finding any person 
peddling tobacco (or its products) in the 
act of offending section 2152, may seize 
the horse or horses, mule or mules, wagon 
and contents or pack, bundle or basket, of 
any such person.” 


That, readers, is quoted from Section 
2154 (a) of the Internal Revenue Code. It 
probably dates back to George Washington’s 
administration, and the Shoptalker just 
can’t help wondering whether if would be 
legal for a collector to seize an automobile, 
helicopter or water-taxi, especially the last. 


Income Tax Liability 


A widely used textbook on accounting 
principles contains a statement which is so 
much in error that the Shoptalker is going 
to take considerable space to refute it. He 
hopes this will reach enough of its students 
to make it worth while. 


The erroneous statement is that only a 
corporation is required to show liability 
for federal income taxes on its balance 
sheet. The author then correctly explains 
that income tax is not an expense, but a 
first charge on the profits, being virtually 
a distribution of profits to a non-stock- 
holder, namely, Uncle Sam. 


A partnership is not required to set up a 
liability for income taxes because, not being 
a taxable entity, it cannot. But why, in 
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not set up his liability? 


Heaven’s name, should a sole proprietor 
His income tax 
is a preferred liability, ranking in bank- 
ruptcy only behind wages earned within 
three months of the bankruptcy. 


True, on a cash basis, which most pro- 
prietorships are on, the tax would not be 
accrued any more than the utility bills. 
But the liability exists none the less, and 
a bank or credit agency is vitally con- 
cerned with it. True, also, it is not easy 
to set up the liability. The proprietor may 
have income and losses outside his business, 
which would be vital in computing the tax. 
The Shoptalker had one client whose busi- 
ness books he audited for years. This man 
had large investments in securities, which 
the auditor never saw; nor did the auditor 
prepare the 1040. But this is a most ex- 
ceptional case. 


Let us assume that a taxpayer named 
Anzio Beach, at the end of 1947, shows a 
condensed balance sheet thus: 


Current assets . .$10,000 
Fixed assets, net of depreciation... 8,000 


Total assets 
Current liabilities 
(not including income tax) 


Net worth .$15,000 


The credit man at the bank compares 
this with the preceding year’s balance sheet, 
and notes net worth has increased $5,000. 
Even if the proprietor has withdrawn no- 
thing, that means (for a single person with 
no dependents) a tax of $798. Inquiry 
shows Beach drew $3,000, so his taxable 
gain was $8,000. “Nice prosperous busi- 
ness,” thinks the credit man, “but even 
more tax.” So he inquires and finds that 
Beach has duly made a declaration based 
on $7,500 and paid the March 15, June 15 
and September 15 installments. But on 
December 31, he still owed the last quarter 
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of the estimate, due January 15, plus the 
tax on $500, due March 15. It makes no 
difference that by the time Beach’s balance 
sheet reaches the bank, he has already made, 
on January 15, a final and complete return. 
The balance sheet is dated December 31, 
and a liability for income taxes existed 
then. True, the current ratio in this hypo- 
thetical case is so good that the addition 
of the tax liability would not affect it 
adversely. But suppose the current lia- 
bilities were stated at $5,000. Then the 
sacred two-to-one ratio would be seriously 
impaired by the addition of the balance of 
the income tax. 


Any way the Shoptalker looks at it, the 
omission of the income tax liability is 
material, and not in accord with good 
practice. 


If this does not convince you readers 
that income tax liability must be shown, 
let us hear your side of it. 


News Values 


About fifteen months ago, the Long 


Beach area was “all het up” about a man 
who went by the name of Tony Cornero, 
and was running a gambling ship just out- 
side the three-mile limit of the harbor. 
The gambling was finally stopped when 
the Coast Guard towed the ship into port. 


Much litigation before Federal Judge 
O’Connor, in Los Angeles, followed. 


On October 29, 1947, the Tax Court 
handed down a decision in the case of 
A. C. Stralla, the same man, arising out of a 
similar unsuccessful prewar venture off 
Santa Monica. The court held ([CCH 
Dec. 16,110] 9 TC —, No. 109) that legal fees 
and expenses to perpetuate illegal business 
were not allowable deductions, as a matter 
of public policy. A family partnership 
matter was also decided against the Strallas. 


The incredible thing is that although 
during the time of the 1946 venture 
“Cornero” got front-page headlines, neither 
Long Beach paper reported the tax case. 
If we missed it, and it’s possible, we apolo- 
gize. But things of that kind are usually 
dragged into class by our students, and no 
one mentioned it. 


Form 710 


When the Shoptalker left for sea duty, 
the then current Forms 1040 contained a 
question which went very nearly like this: 
“Did you, during the year, receive a gift of 
over $4,000? If so, you must file a return 
thereof.” 
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When we resumed practice (two years 
ago as we write this) we were astonished 
by many things; and one of them was the 
omission of that question. Our immediate 
and erroneous inference was that a donee’s 
return was no longer required. However, 
Form 710, an information return, involving 
no tax to the person who makes it, is stil] 
required of the recipient of a gift. 


Question: Why does the Commissioner 
omit that very helpful question? We always 
thought it was a big revenue-producer, sup- 
plying leads to unfiled donors’ returns. 


Words of Wisdom 


“The text of a tax law, unadorned by an 
accumulation of contructions, is the tax 
man’s first approach to his problems. For 
the law itself, without its overlay of court, 
Board and Bureau rulings, will frequently 
answer many tax puzzlers firsthand. 
Furthermore, a section or subsection of a 
statute in its context has meaning, while a 
mere disassociated fragment might be 
obscure.” 


The foregoing is taken from the 1937 
CCH STANDARD FEDERAL TAX REPORTER. We 
recommend that you copy it and paste 
it on the cover of your current CoDE volume, 
and that every member of your staff be 
required to read and initial it. 


The following is taken from the case of 
A. P. Miller [47-2 ustc J 9388], decided by 
the Third Circuit on November 18, 1947 
(italics supplied by the Shoptalker): 


“The creditor with the negotiable instru- 
ment in his hands is in a much better 
position than a creditor without one. He 
has a piece of paper which he can transfer 
to a holder in due course free of equities. 
He has an instrument on which he makes 
out a case against the debtor simply by 
its presentation and proof of execution. 
The burden shifts to a defendant to show 
lack of consideration or other defense. All 
this is well-known negotiable instruments 
law and we need not labor the point nor 
build up an appearance of erudition in this 
opinion with encyclopedic citations upon points 
which no one disputes. 

“Furthermore, as a matter of common 
parlance we think it is most common to 
speak of ‘paying’ an obligation by giving 
one’s check for it. That is the common 
method of paying bills in this country. The 
use of the demand negotiable note is not so 
frequent, but the two instruments have 
much in common, nevertheless. Each 1s 
payable at once.” 
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Keep Your Eye on November 2! 


In February, 1933, in this Shop, Oldtimer 
said: 

“Every time a party comes back into 
power, no matter what party, things are 
upset. And we won’t have real prosperous 
times again until the people see just what 
the new regime is really going to do. It 
doesn’t make much difference what, as long 
as they announce a definite plan; it is un- 


certainty which has been retarding our 
recovery.” 

Causa Mortis 

Volume 47-1 of ustc has thirty-one 


cases on estate taxes. Ten of these have to 
do with either “contemplation of death” 
or “transfers to become effective at death.” 


When one third of a typical group of 
cases involves one subject, it is symptomatic 
of trouble. The Code needs a revision 
which will result in clear-cut, understand- 
able rules. Our pet project along these 
lines, as old readers will recall, is to set an 
age over which all transfers are presump- 
tively causa mortis. The presumption should 
be rebuttable. 


For the Record 


Our December copy went to press before 
the case of Bruton [CCH Dec. 16,122], 9 
TC —, No. 117, was decided by the Tax 
Court on the last day of October. We 
wonder what the Tax Court would have 
done if the taxpayer had taken his taxi 
fares as a part of his medical costs. See 
the December issue, page 1108. 


Prophets, Unlimited 


“A common complaint is that taxes are 
so high that business is being strangled to 
death.” 

Is that Senator Knutson speaking? No, 
gentle reader, that is Frank Wilbur Main, 
CPA, in February, nineteen hundred twenty- 
three (spelled out so you'll believe it). There 
was a man with vision. We quote further 
from his paper: 

“My first conclusion is, therefore, that we 
can expect to have very heavy govern- 
mental obligations to meet for years. A 
business man with ability and brains would 
not move his business to Russia at present, 
even if promised freedom from all taxes for 
the next fifty years. The present laws are 
improvements over the original taxing acts. 
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“If I had my way as to new tax regu- 
lations, I would insist upon these changes: 

“1, Lowering of exemptions from $1,000 
and $2,000 to $750 and $1,500 in order to 
take in a still larger group of citizens. 

“2. Lowering of surtax rates so that out 
of no dollar of income could there be taken 
from any individual for tax purposes more 
than a total of 50%. 

“3. If additional revenues were needed, 
restoring the excess profits tax, with brac- 
kets no higher than 20%. 


“It is so easy for tax officials to fall into 
the viewpoint that the taxpayers were made 
for taxes, and not that taxes are made for 
the taxpayers.” 


Robert W. Smith of Duluth, Minnesota, 
sends us a yellowed clipping, apparently 
from a January, 1918 issue of the old New 
York Globe, in which J. J. Klein, CPA, said: 

“No patriotic attorney or accountant 
should or would advise clients how to 
minimize their just share of liberty taxes. 
No patriotic business man—and most are 
patriotic—wishes to avoid his tax burden.” 


Depletion 


We are indebted to Mr. Charles Pierce 
of Jergins Oil [3 ustc $1072] for a bit of 
history. We had always figured that the 
274 per cent rate allowed oil and gas was a 
compromise between twenty-five per cent 
and thirty per cent. But never had we been 
able to find out how either rate was reached. 
The difficulties of discovery depletion were 
very bad—for practical purposes, insur- 
mountable—and percentage depletion was 
proposed. The Treasury had lots of sta- 
tistics, which showed that discovery deple- 
tion, if applied to gross income, ranged 
from twenty-four per cent to thirty-two per 
cent. So one house of Congress proposed 
a twenty-five per cent rate; the other, a 
thirty per cent rate; and in conference they 
split the differnece. 


California Supplement 


New York City has four collection dis- 
tricts. Los Angeles, huge and growing, is 
merely a part of the sixth California district. 
Isn’t it about time it was made a district all 
by itself? Governmental economy is all 
right, but saving the costs of another dis- 
trict is costing the Treasury plenty in un- 
audited returns and uncollected taxes. It is 
“wasting at the bunghole and saving at the 
spigot.” Senators Knowland and Downey 
can do something about this. 
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Books... 


Realty Taxes 


Reducing Realty Taxes. Third Edition. 
Henry M. Powell and Louis P. Jacobs. 
Clark Boardman Company, Ltd., 11 Park 
Place, New York 7, New York. 1947. 664 
pages. $12. 


The third edition of Henry M. Powell’s 
realty tax classic, revised and enlarged by 
Mr. Powell and Louis P. Jacobs, covers 
fifteen chapters of carefully documented and 
annotated text. These, plus the general and 
local tax laws and a complete set of forms, 
are thoroughly indexed with cross refer- 
ences and a case table. 


A chapter on the “special franchise tax” 
and the highly specialized method of fixing 
valuation for local taxation of public utilities 
and others using the public streets and high- 
ways appears in this edition for the first 
time. Also of particular importance are 
chapters on tax procedure of New York 
City, Buffalo, Rochester, Syracuse, and the 
highly developed suburban localities of 
Westchester, Nassau and Suffolk Counties. 


Clearing Up the Language 


Federal Taxes—Estates, Trusts and Gifts 
1947-1948. Robert H. Montgomery and 
James O. Wynn. Ronald Press Company, 
15 East 26th Street, New York 10, New 
York. 1947. 1050 pages. $10. 


The continuing output of rulings, opin- 
ions, decisions and observations testifies to 
the argument advanced in Montgomery’s 
annual treatises on federal tax law—that 
“taxpayers do not understand the law be- 
cause it is not understandable.” 


In a preface notable for its cogency and 
clarity, Montgomery points to inexcusable 
ambiguities in the present law. The mean- 
ing of earned income, for instance, causes 
a vast amount of unnecessary litigation. 
“Accountants are the ones who always deal 
with the question as to whether it is earned 
or not, and in what period it is earned. 
Anyone familiar with the intent of sections 
41 and 42 . . . would know that the deter- 
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mination of earned income lies in sound 
accounting methods. Unfortunately, the 
courts have gone off on a tangent and ex- 
plored regions far removed from practical 
bookkeeping. The favorite word used to 
determine whether or not receipts of cash 
represent earned income is ‘fetter’, If the 
money came in and had no padlock on it to 
prevent its use or misuse, by some strange 
alchemy known to accountants such receipts, 
by the mere findings of the lower courts, 
become earned income. Let’s stop the non- 
sense and clear it up. It will cost the govern- 
ment nothing and save money and tempers.” 


Nor have the Treasury’s new amendments 
to the Clifford regulations staunched the 
flow of Clifford cases. 


The doctrine, the authors maintain (as 
does the recent Magill Report), should be 
incorporated in the Code, with certain pre- 
sumptions enacted by law for the courts. 
“To be specific, it should be made plain 
that whether or not a grantor remains in 
substance the owner of property is a ques- 
tion of fact, and only if the trier of the 
facts is convinced that he does so remain 
the owner, should the income be taxed to 
the grantor.” 


These and other deficiencies in the present 
law “can be cured . by cleaning up the 
language. Taxpayers interpret [the law] 
one way, the Commissioner of Internal 
Revenue another, the lower courts another 
and then—presto—the Supreme Court holds 
that while the language is reasonably plain 
obviously the legislators meant something 
else and after all wasn’t the law intended to 
take from the rich and give to the poor. 
Page Henry Wallace!” 


Chapter 12, “Gross Estates of Residents 
and Citizens,” typifies the method of treat- 
ment in this volume, which is both a refer- 
ence work and a critical analysis. The first 
step in the process of calculating the estate 
tax is defined as the identification of the 
gross estate. The pertinent sections of the 
Code and Regulations are then quoted. A 
summary of the salient points of the law 
follows. Next, each of these points is con- 
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sidered in detail, along with relevant court 
decisions. The law and the authors’ com- 
ments thereon are arranged in constant 
juxtaposition in such a way as to eliminate 
misinterpretation by the reader. Thus: 


“Situs of Property.—Except in the case 
of real property, the location is of no im- 
portance [authors’ comment]. 


“Cope. Section 811. ‘The value of the 
gross estate shall be determined by 
including the value . . . ofall property .. . 
wherever situated, except real propery situ- 
ated outside the United States—’ 


“The value of personal property, no mat- 
ter where located, must be included in the 
gross estate of a citizen or resident of the 
United States, if it comes within the lan- 
guage of sections 811(a) to 811(g), both 
inclusive [authors’ comment]. 


“REGULATION, ‘, . . All personal property 
owned by the decedent at the date of his 
death is included in the gross estate, regard- 
less of situs. . . .? (Sec. 81.13, Reg. 105.) 


“The power of the United States to re- 
quire the inclusion in the gross estate of a 
resident citizen of tangible and intangible 
personalty of the decedent located in a for- 
eign country has been sustained . [case 
citations]. In the opinion of the author, the 
power likewise exists in the case of a resident 
alien or a nonresident citizen.” 


Federal Taxes—Estates, Trusts and Gifts 
also demonstrates the coordinated effects of 
income, gift and estate taxes on every situ- 
ation presented, and indicates lines of action 
favorable to the taxpayer. Particular atten- 
tion is directed to the necessity for frequent 
review of property in relation to taxes. 


Consumer Credit 


Control of Consumer Credit. University of 

Pennsylvania- Press, 3446 Walnut Street, 
Philadelphia 4, Pennsylvania. 1947. 45 
pages. $1. 


This report of the proceedings of the 
conference on consumer credit held under 
the ausp‘ces of the University of Penn- 
sylvania’ Wharton School of Finance and 
Commerce on March 26, 1947, includes the 
addresses of such important financial per- 
sonages as Alfred H. Williams, president 
of the Philadelphia Federal Reserve Bank; 
S. Morris Livingston, acting chief of the 
Economics Programs Division, Office of 
Business Economics, United States Depart- 
ment of Commerce; Raymond J. Saulnier. 
associate professor of economics at Barnard 
College, Columbia University; and Carl FE. 


Books . . . Articles 


Parry of the Board of Governors of the 
Federal Reserve System. Also of special 
interest is the panel discussion, the par- 
ticipants in which were Reavis Cox, pro- 
fessor of marketing, University of 
Pennsylvania; William H, Baldwin, vice- 
president of the General Motors Acceptance 
Corporation; Kenton R. Cravens, vice-pre- 
sident of the St. Louis Mercantile-Com- 
merce Bank and Trust Company; Kenneth 
Richmond, vice-president and treasurer of 
Abraham and Straus, Inc., Brooklyn; Alfred 
C. Thompson, a consultant in the field of 
general management and distribution in New 
York; and Clarence E. Wolfinger, credit 
manager of Lit Brothers, Philadelphia. 


Virginia Public Service Corporations 


Taxation of Public Service Corporations 
in Virginia. James W. Martin. Public 
Service Tax Study Committee, Richmond, 
Virginia. 1947. 152 pages. 


This book contains the text of the report 
prepared by James W. Martin, the director 
of the University of Kentucky Bureau of 
Business Research, for the Virginia Public 
Service Tax Study Committee, which was. 
directed to make an inquiry and recom- 
mendations to the Governor of Virginia 
on the assessment of all public service cor- 
poration properties, including railroads. 


The present system of valuation in the 
state employs an item-by-item appraisal 
based on cost. The committee concludes 
that a unit valuation system based on a 
market rather than an engineering concept 
of value, which is used by the majority of 
states that impose ad valorem property 
taxes, would prove more satisfactory. 


But regardless of whether Virginia con- 
tinues its present valuation system or adopts 
the unit rule, the committee recognizes a 
major equalization problem in the widely 
varying but generally substantial under- 
assessment of locally valued realty and 
tangible personal property. In the interests 
of the law and of fairness, some devaluation 
of public service property is demanded. 
Among other solutions mentioned by the 
committee, is that the State Corporation 
Commission equalize values on the basis of 
local assessment practice in each assessment 
district. The legality of this plan is now 
an issue before the Virginia Supreme Court 
of Appeals. 


Oil and Gas Properties 


Oil and Gas Federal Tax Manual. 
Andersen & Co., 120 South La Salle Street, 


Arthur 
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Chicago, Illinois. 
pages. 

This manual presents by the case method 
typical income tax problems encountered 
in the production of oil and gas. The 
solutions offered are based both on pub- 
lished information and actual experience in 
the handling of taxes. 


Fifth Edition, 1948. 212 


Supreme Court Trend 


“The Supreme Court and the Federal 
Income Tax Since Pearl Harbor: A Study 
in Trends of decisions.” Louis S. Goldberg. 
Towa Law Review, State University of Iowa, 
Iowa City, Iowa. November, 1947. 

Since 1941, Mr. Goldberg finds, a new trend 
in Supreme Court tax decisions has de- 
veloped. No longer does the Court serve 
as the guardian of the taxpayer who seeks 
by legal means to avoid taxation; rather, 
the Court has joined in the effort of the 
lower courts to put the quietus on tax 
avoidance, with the result that, to quote 
Louis Eisenstein, “principles which once 
seemed staunchly immutable have been 
casually dropped by the wayside.” 


Mr. Goldberg makes an analysis of the 
leading cases decided by the Supreme Court 
from 1941 through 1946, in order to furnish 
evidence for his contention of the change 
in the Court’s attitude, noting also the 
growing tendency in the decisions of all 
courts to displace guarded statements of 
doctrine with broad generalizations. 








Contemplation of Death. A gift of stock 
to provide for an incompetent son, when it 
is a substitute for a disposition by will, is in 
contemplation of death and is therefore in- 
cludible in the decedent’s gross estate. Es- 
tate of James E. Frizzell [CCH Dec. 16,150], 
9 TC —, No. 130. 


When the principal of a trust created by 
gift is considered in contemplation of death 
and is therefore includible in the decedent’s 
gross estate for estate tax purposes, prop- 
erty acquired from the income thereof is 
not includible. Ibid. 


Deductibility of Attorney Fees. Attorney 
fees for contesting estate taxes must be 
claimed as a deduction at the time the tax 
deficiency is contested or the tax refund is 
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Home-Owners’ Tax Advantage 


“Real Income and the Income Tax.” 
Philip G, Hudson. Opinion and Comment, 
University of Illinois, Urbana, Illinois. No- 
vember 18, 1947. 


Mr. Hudson, a professor of economics 
at the University of Arizona, discusses the 
considerable discrepancy between the 
amount of income tax paid by home-owners 
and by home-renters. Of two men with 
equal incomes, the man who rents his home 
is unquestionably harder hit by the income 
tax than the man who owns his home, 
having none of the deductions of the latter, 
For example, the home-owner is allowed 
to deduct the property tax on his home 
(admittedly an investment) when making 
out his income tax report, whereas the 
home-renter is given no similar deduction 
on the interest realized from his investment. 


Professor Hudson proposes, as a method 
of causing the burden of personal income 
tax to fall with “more nearly uniform 
severity” on both the home-owning and 
home-renting classes, that home-owners be 
denied this right to deduct their property tax. 


The most desirable state of affairs, he 
says, would be to devise some administrable 
plan for taxing the net rental value of 
owner-occupied homes. Professor Hudson 
offers no such plan, but merely draws con- 
clusions as to what will happen if it is 
not forthcoming. 
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claimed, even though the amount of the fee 
is not fixed. T. D. 5596. 


Wife’s Community Property Estate. 
Profits earned by a wife from her operation 
of a boarding house in a community prop- 
erty state come from her personal services; 
therefore, property purchased with such 
earnings is not includible in her deceased 
husband’s gross estate. Estate of Frank D. 
Neumann [CCH Dec. 16,169], 9 TC —, 
No. 146. 


Void Charitable Bequests. If charitable 
bequests in a will are illegal under state law 
but are executed, nevertheless, by the sub- 
stituted legatees, such bequests are not de- 
ducted from the decedent’s taxable gross 
estate. Estate of William A. Carey [CCH 
Dec. 16,154], 9 TC —, No. 136. 
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Administrative ... 


APPELLATE AND LOWER COURTS 


Estate tax: Power to change enjoyment: 
Exclusion of life estate to terminate upon 
remarriage.—In 1928, decedent created a 
trust for the benefit of his wife and children. 
He retained a power as co-trustee to direct 
payments of principal to his wife, who was 
named as the income beneficiary of the 
trust. After his death, his wife could direct 
sich invasion of principal for her benefit. 
Decedent also provided that the provisions 
of the trust could be changed during his life- 
time upon the request of his wife, subject 
tohis approval. He died in 1940. The value 
of the trust property was held includible in 
the gross estate both under Code Section 
811 (c), as property transferred subject to 
the reservation of a right in conjunction 
with another person to designate who shall 
possess or enjoy, and under Section 811 (d), 
as property transferred subject to the reser- 
vation of a power to alter, amend or revoke. 
However, the value of the life estate in the 
widow which would terminate upon her re- 
marrying should be excluded in determining 
the property subject to tax, if such interest 
can be properly evaluated, “even though not 
with a high degree of accuracy.” It was 
held that decedent’s representative should 
be given the opportunity to show the Tax 
Court the value of such life estate by pre- 
senting actuarial tables on the possibilities 
of a widow’s remarriage.—CCA-6. Estate of 
Charles B. DuCharme, Detroit Trust Company, 
by consolidation with Union Guardian Trust 
Company, Executor, Petitioner v. Commis- 
sioner of Internal Revenue, Respondent, 47-2 
ustc J 10,588. 


Estate tax: Power of appointment: Prop- 
erty passing under exercise.—Decedent, who 
died in 1940, and his brother were income 
beneficiaries of a trust, and each was given 
a testamentary power of appointment over 


Interpretations 


one half of the corpus. The trust was 
created by their mother, who was to receive 
the income if her sons should predecease 
her. It was to terminate upon the mother’s 
death. Decedent predeceased his mother 
and exercised the power in his will. Subse- 
quent to his death and prior to termination 
of the trust, the trustee, as authorized by 
the trust instrument, caused a portion of 
the trust corpus to be distributed to certain 
beneficiaries. It was held that the property 
distributed to the beneficiaries by the trus- 
tee did not pass by exercise of the power 
and, therefore, was not taxable as a part of 
decedent’s estate under the law prior to the 
1942 amendments.—CCA-6, Ibid. 


Estate tax: $40,000 insurance exemption: 
Death benefit under retirement plan.—De- 
cedent retired as an employee of the Federal 
Reserve Banks in 1938. After his retire- 
ment, the amount of $250 a month was payable 
to him for life under the banks’ retirement 
plan. In the event that he died before the 
approximate amount of $30,000 credited 
to him under the retirement plan had been 
paid out, the balance remaining was payable 
to his wife, who was named beneficiary. 
Upon his death in February, 1942, an amount 
of about $18,000 remaining to his credit was 
paid to the wife. It was held that this amount 
was not “insurance” within the meaning of 
Code Section 811 (g), under the law prior 
to the 1942 amendments. Therefore, the 
amount was not exempt from tax under the 
$40,000 insurance exemption. No insurance 
risk was involved in connection with the 
payment of the amount at decedent’s death, 
which merely represented the unconsumed 
balance remaining to his credit at death_— 
DC Mo. Robert F. Knight, Administrator 
c.t.a. ‘d.bn. of the Estate of James G. 
McConkey, Deceased, Plaintiff v. James P. 
Finnegan, Collector of Internal Revenue, De- 
fendant, 47-2 ustc ¥ 10,589. 
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TAX COURT 


Contribution to employees’ trust fund: 
Deduction as business expense.—Petitioner, 
apprehensive of losing its experienced per- 
sonnel to war industries, established an em- 
ployees’ beneficial trust, the salient features 
of which included, for employees of at least 
five years’ service, monthly payments in the 
nature of pensions, severance allowances, 
disability benefits, grants-in-aid for emergen- 
cies, personal loans and death benefits. The 
trust indenture further provided for the ad- 
ministration of the trust by a board of five 
managers, two of whom were company of- 
ficers, for dissolution through ratification 
by vote of a requisite number of participat- 
ing employees, and precluded reversion of 
the fund to the settlor. Although the in- 
strument stated that a pension trust as con- 
templated by Code Section 23 (p) was not 
intended, the petitioner claimed as a deduc- 
tion under Section 23 (a) as an ordinary 
and necessary business expense for the year 
1941 the contribution of the trust res ep- 
proximating one third of the annual payroll. 
The court disallowed the deduction, stating 
that the payment constituted compensation 
set aside for future services, rather than for 
services actually rendered as required by the 
statute, and that to allow, under the broader 
classification of ordinary and necessary busi- 
ness expenses, a deduction for compensation 
not meeting this requirement would defeat 
the purpose thereof. As the payment was 
made to improve future employment rela- 
tions rather than to discharge an expense of 
the taxable year, said the court, the contribu- 
tion was more in the nature of a capital 
expenditure.—Roberts Filter Manufacturing 
Company v. Commissioner, CCH Dec. 16,207. 


Gross income: Exclusions: Annuities: 
Constitutionality of tax.—The executor of 
taxpayer’s mother’s estate purchased for tax- 
payer from an insurance company, in 1942, a 
single-premium annuity contract for $30,559 08, 
which entitled taxpayer to receipt of $70.90 
per month and to participation in the divisi- 
ble surplus of the insurance company, paid 
as “dividends.” These “dividends” could be 
withdrawn in cash or applied by taxpaver 
to increase future annuity payments. In 
1942, taxpayer received monthly payments 
totaling $283.60; in 1943, she received monthly 
payments totaling $850.80 and a “dividend” 
of $253.54. The Commissioner included $283.60 
and $91677 (three per cent of $30,559.08) in 
taxpayer’s income for 1942 and 1943, re- 
pectively, as “income from annuity contract.” 
The court held that as applied to the facts 
here, Code Section 22 (d) (2) is not uncon- 


stitutional as a tax upon capital, since the 
evidence indicates that the so-called dividend 
was received by taxpayer as an increase ip 
benefits under the annuity contract. Ex. 
pressly refraining from deciding whether 
the “dividend” was taxable under Code Sec- 
tion 22 (a) or 22 (b) (2), the court further 
held that taxpayer failed to show that the 
amounts received as income were less than 
three per cent of the consideration paid for 
the contract. The Commissioner’s determi- 
nation was accordingly sustained.—Florence 
Mae Shelley v. Commissioner, CCH Dec. 
16,209. 


TAX COURT— 
MEMORANDUM OPINION 


Deductions: Depreciation: Books and rec- 
ords: Burden of proof.—The Commissioner 
determined a deficiency in income tax, con- 
tending that taxpayer had claimed excessive 
depreciation on certain store fixtures. These 
fixtures consisted in part of all of the fix- 
tures formerly owned by the partnership 
and in part of fixtures owned by taxpayer 
individually during the years subsequent to 
the dissolution of the partnership. Since 
taxpayer kept no records indicating the cost 
of the fixtures to him, and since his books 
did not contain a fixture account, the Tax 
Court held that he had failed to prove error 
in the Commissioner’s determination.—Louis 
Grau v. Commissioner, CCH Dec. 16,211 (M). 


STATE COURTS 


Motor carriers: Receipts from intracity 
pickup.—Revenue derived by a motor car- 
rier from its intracity pickup and delivery 
service, involving its intercity store door 
deliveries, is not includible in its 
receipts subject to motor vehicle transporta- 
tion license tax.—Calif. Californ‘a Motor 
Transport Company, Ltd. v. State Board of 
Equalization, CCH CAirorNiA TAX REporTS 


Toss 


Community property: Earnings in another 
state.—Prior to 1921, decedent and his w'te 
resided in Iowa. Upon his retirement at 
that time they moved to California, where 
they resided until his death in April, 1945. 
At the time of decedent’s death they held 
in joint tenancy property valued at $63,653.%6, 
of which $36,600 was the value of real prop- 
erty located in California and the balance 
constituted intangible personal property. All 
the property represented rents, issues, profits 
and reinvestments of property derived from 
decedent’s earnings while he was in Iowa. 
It was held that the real property was tax- 
able as part of decedent’s separate estate 
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under the 1935 inheritance tax law, and could 
not be treated as community property. The 
1935 inheritance tax law provided that “in- 
tangible personal property which 
would not have been the separate property 
of husband or wife if acquired while domiciled 
in this state, shall be deemed to be com- 
munity property.” This provision does not 
apply to real property even though pur- 
chased with such intangible personal prop- 
erty —Calif. In the Matter of the Petition of 
Varquerite W. Miller and Vivien Miller for 
am Order establishing the fact of death of 
Ralph H. Miller. Thomas H. Kuchel, Con- 
woller of the State of California, Appellant v. 
Marguerite W. Miller, Respondent, CCH 
CALIFORNIA TAX REPORTS { 16,198. 


Federal estate tax: Liability of surviving 
widow.—Decedent’s widow was found to 
have a 5.82 per cent interest in the net assets 
of the entire (separate and community) 
estate. She was, accordingly, held to be 
liable for that percentage of the federal 
estate tax, by applying equitable principles 
under Article 21 of the Civil Code, which 
provides for the application of such prin- 
ciples in the absence of specific statutes cov- 
ering the problem.—La. Succession of Ernest 
R. Ratcliff, CCH Lovutstana Tax Reports 
€ 16,200. 


Contest of will—Property passing under 
a stipulated disposition of property which 
differs from its disposition under a decedent’s 
will and codicil is taxable in accordance with 
the distribution actually made rather than 
as it would have been taxed if distributed 
under the testamentary disposition.—Mo, In 
re Estate of Julia Gartside, Deceased, St. Louis 
Union Trust Company, Executor, Respondent 
v. M. E. Morris, Director of Revenue of the 
Ytate of Missouri, and J. E. Taylor, Attorney 
General of the State of Missouri, Appellants, 
CCH Missourr TAx REportTs J 16,204. 


Transfer to take effect at death: Reserva- 
tion of life estate—Decedent irrevocably 
transferred property in trust in 1930 for 
twenty years, reserving the life income, with 


remainder to his children. Provision was 
made for termination of the trust and divi- 
sion of the property among the remainder- 
men in the event of decedent’s death prior 
to the expiration date of the trust. Deced- 
ent died in 1938 and the property was in- 
cluded in his estate for taxation purposes 
under the 1935 Act. The transfer of eco- 
nomic benefits at the time of decedent’s 
death was held subject to tax under the 1935 
law.—Okla. In the Matter of the Protest 


Interpretations 


Agamst the Assessment of Estate Taxes 
Against the Estate of D. C. Bass, Deceased, 
CCH OKLAHOMA Tax Reports { 15,971. 


Alcoholic beverages: Floor tax.—Chapter 
412, Laws 1947, which increased the tax 
on intoxicating liquors and wines, applies to 
so-called floor stocks of intoxicating liquors 
and wines in the possession of liquor dealers 
on July 25, 1947, the effective date of the 
increased tax.—Wis. Berlowitz d.b.a. Hart- 
ford Liquor v. Roach et al., CCH Wisconsin 
Tax Reports. 


RULING 


Previously taxed property: Taxation of 
husband’s estate under 1942 federal com- 
munity property amendments: Death of 
surviving wife within five-year period: Pro- 
hibition against increasing taxes through 
additional estate tax.—Upon the death of de- 
cedent’s husband in 1943, the entire value 
of their community estate was included in 
the husband’s gross estate for federal estate 
tax purposes, and an additional estate tax 
was paid to the State of Texas to take ad- 
vantage of the eighty per cent federal credit, 
which additional tax was based upon inclu- 
sion of the entire community estate for 
federal tax purposes. This additional tax 
was paid without protest. Upon the sub- 
sequent death of decedent in 1945, it was 
contended that a state tax could not be 
levied on the right to succeed to the wife’s 
one-half community interest where her death 
occurred within five years of the death of 
the husband. In holding the wife’s com- 
munity one-half interest taxable, the attorney 
general ruled that Section 8 of Article 
7144a, which provides that the additional 
estate tax act should not be construed so 
as to increase the total amount of taxes pay- 
able to the state and federal governments, 
applies only to taxes due in the case of a 
single estate. In the present case, there is 
no federal estate tax on the wife’s community 
interest, which had been taxed less than five 
years before her death, and hence there is 
no additional estate tax. With respect to 
Article 7125, the “previously taxed prop- 
erty” article, the deduction may be applied 
only to property received from any person 
who dies within the five-year period, and 
then only as to property upon which an in- 
heritance tax has actually been paid. Here, the 
wife did not receive her community one-half 
interest from her husband and no inheritance 
tax was previously paid on it—Tex. Opinion 
of the Attorney General, CCH Texas Tax 
Reports § 16,207. 
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State Tax Calendar 


ALABAMA 
March 1 
Automobile dealers’ report due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Public utility property tax report due 
(last day). 


March 10—— 
Alcoholic beverage report and 
public service licensees due. 
Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


March 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Franchise tax report due (last day). 

Income tax return, information return 
and first installment due. 

Motor carriers’ mileage report and tax 
due, 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


March 20—— 

Automobile dealers’ report due. 

Coal and. iron ore mining tax report 
and payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and pay- 
ment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


tax of 


ARIZONA 
March 5—— 


Alcoholic beverages licensees’ report due. 
March 10—— 

Wholesalers of malt, vinous and spiritu- 

ous liquors, report and payment due. 
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March 15—— 
Gross income report and payment due. 
Income tax return, information return 
and first installment due. 


March 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


March 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 


ARKANSAS 
March 1 
Franchise tax report due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Public utilities’ property tax return due. 


March 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources, 


March 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


March 25 
Motor fuel tax report and payment due 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 
March 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax re- 
port due. 
March 11 
Oil and gas production tax report due 
March 15—— 
Bank and corporation franchise tax re- 
turn and first installment due. 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 
beverages imported due. 
Corporation income tax return and first 
installment due. 
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Distilled spirits report and tax due. 
Express and railroad companies trans- 
mitting money, report due. 
Use fuel tax report and tax due. 
March 20-—— 
Motor carriers’ gross receipts report and 
tax due. 


March 31 


Mine owners’ report due. 


COLORADO 
March 1 
Gift tax return due. 
Insurance companies’ premiums tax re- 
port and payment due. 


March 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


March 10—— 
Motor carriers’ report due. 


March 14——— 

Sales tax report and payment due. 

Use tax report and payment due. 

March 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Denver sales tax report and payment due. 
Franchise tax report due. 

March 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
March 1 
Gasoline tax due. 
Insurance companies’ premiums tax re- 
port due. 
March 15—— 
Gasoline tax report due: 
Gasoline use tax report and payment due. 
Unincorporated business gross income 
tax report and payment due. 
March 20—— 


Alcoholic beverage tax return and pay- 
ment due. 
March 30-—— 


Certified copy of foreign and domestic 
corporations’ annual report and fee, 
to be filed with town clerk, due. 


March 31 


Electric, gas, power, water, railroad and 
street railway corporations’ tax return 
due. 


State Tax Calendar 


DELAWARE 
March 1 


Insurance companies’ premiums tax re- 
port and payment due. 
March 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
March 31 
Distributors’ gasoline tax report 
payment and carriers’ report due. 


and 


DISTRICT OF COLUMBIA 
March 1—— 


Domestic and foreign insurance com- 
panies’ report due. 
Insurance companies’ premiums tax due. 


March 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers, or 
retailers of alcoholic beverages, report 
due. 


March 15—— 

Beer tax due. 
March 25—— 

Gasoline tax report and payment due. 
March 31 


Bank gross earnings tax semiannual in- 
stallment due (last day). 

Motor vehicle registration and fee due. 

Property tax semiannual installment due 
(last day). 

Public utility tax semiannual installment 
due (last day). 


FLORIDA 
March 1 


Auto transportation companies’ 
and tax due. 

Insurance companies’ premiums tax due. 

Public utility property tax return due. 


March 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ alcoholic bev- 

erages report and tax due. 
March 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Electric, gas, light, heat and power, 
telephone and telegraph companies’ re- 
port and tax due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
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Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 

March 25—— 

Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 


“March 31 


Auto transportation 
report due. 


companies’ annual 


GEORGIA 
March 1—— 


Foreign corporations’ list of 
stockholders due. 
Insurance companies’ 

and tax due. 
Public utilities’ special franchise tax 
(property tax) report due. 
Railroads’ property tax return due. 


March 10—— 
Cigar and cigarette wholesale 
report due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers’ report due. 
March 15—— 
Income tax return, information return 
and first installment due. 
Intangible personal property return due. 
Malt beverage tax report due. 


March 20—— 


resident 


premiums return 


dealers’ 


Gasoline tax report and payment due. 


IDAHO 
March 1 
Express companies’ report due. 
Insurance companies’ premiums tax re- 
turn due. 


March 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ 
tax due. 

Gasoline tax report and payment due. 

Income tax return, information return 
and first installment due. 


March 25—— 


Gasoline dealers’ 
due. 
Use fuel tax report and payment due. 
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report and payment 


March 31 


Express companies’ tax due (last day), 
Insurance companies’ premiums tax due, 
Motor vehicle registration fee due. 


ILLINOIS 
March 1 
Insurance companies’ premiums tax re- 
turn and payment due. 
March 10—— 
Motor carriers’ mileage tax report and 
payment due. 
March 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
March 20—— 
Gasoline tax report and payment due. 
March 30—— 
Gasoline transporters’ tax report due. 


INDIANA 
March 1 
Alcoholic vinous beverage tax due. 
Fire insurance companies’ semiannual 
premiums tax due. 
Insurance companies’ premiums tax re- 
turn and payment due. 


March 10—— 


Cigarette distributors’ interstate business 
report due. 


March 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due, 
Use fuel tax report and payment due. 


March 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ 
report and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 


March 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


share tax 


IOWA 
March 1 
Bank share tax first installment due. 
Express companies’ property tax report 
due. 
Insurance companies’ premiums tax fe 
turn and payment due. 
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March 10—— 


Carriers’ gasoline tax report and payment 
due. 

Class “A” permittees’ beer tax report 
and payment due. 


March 20—— 
Gasoline tax report and payment due. 


March 31—— 
Income tax return, information return 
and first installment due. 
Property tax list due (last day). 


KANSAS 
March 1 
Information at the source return due. 
Insurance companies’ premiums tax and 
annual statement due. 
Railroad companies’ return of tax with- 
held from private car companies due. 


March 10—— 
Malt beverage report due. 


March 15—— 7 

Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 


March 20. 


Railroad, telegraph, telephone, pipe-line 
and electric power companies’ return 
due. 


Sales tax report and payment due. 
Use fuel report and payment due. 


March 25—— 


Gasoline tax report and payment due. 


March 31 


Bank share report due. (last day). 
Franchise tax report and payment due. 


KENTUCKY 
March 1 
Insurance companies’ (other than life) 
premiums tax return and payment due. 
Motor vehicle registration fee due. 


March 10—— 
Amusement and entertainment report 
and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


State Tax Calendar 


March 15—— 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 

Income tax information return due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


March 20—— 


Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


March 31 


Dealers’ and transporters’ gasoline tax 
report and payment due. 

Public utilities’ franchise tax report due 
(last day). 

Public utilities’ property tax return due. 


LOUISIANA 
March 1 
Chain store tax due before this date. 
Foreign corporations’ report due. 
Insurance companies’ premiums tax re- 
port and payment due. 
License tax delinquent. 
Soft drinks tax report due. 
Taxable property of persons engaged in 
selected businesses, report due. 
Tobacco tax report due. 


March 10 


Importers’ beer report due. 

Importers’ gasoline report due. 
Importers’ kerosene report due. 
Importers’ lubricating oils report due. 


March 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ lubricating oils report due. 
Carriers’ kerosene tax report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


March 20—— 
Beer tax report and payment due. 


Dealers’ gasoline tax report and payment 
due. 


Dealers’ kerosene tax report and payment 
due. 


Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 


New Orleans sales and use tax report 
and payment due. 
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Sales and use tax report and payment 


due. 


MAINE 
March 1 


Express and parlor car companies’ report 


due. 
Foreign corporation license fee due. 
Motor vehicle registration fee due. 
March 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
March 15—— 
Use fuel tax report and payment due. 


March 31 
Gasoline tax report and payment due. 


MARYLAND 
March 10—— 


Admissions tax payment due. 
Beer tax report and payment due. 


March 15—— 


Distillers’ and bonded and other ware- 
housemen’s report due. 


Insurance companies’ tax report and pay- 
ment due, 


Sales and use tax report and payment 
due. 


Utilities gross receipts franchise tax re- 
port due. 
March 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
March 31 


Common carriers’ annual report due. 
Gasoline tax report and payment due. 
Motor vehicle registration fee due. 


MASSACHUSETTS 
March 1 
Information at the source returns due. 


Insurance companies’ (except marine or 
fire and marine) tax return due. 


Personal income tax return and first in- 
stallment due. 


March 10 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 


March 15—— 
Bank net income tax report due. 
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March 20—— 
Cigarette tax report and payment due. 


March 31 
Motor fuel tax report and payment due. 


MICHIGAN 
March 1 j 
Insurance companies’ premiums tax re. 
port delinquent. 
Property taxes without interest charges 
due (last day). 


March 5—— 
Carriers’ gasoline statement due. 


March 10—— 


Common and contract carriers’ 
and fee due. 


March 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 
March 20—— 

Diesel fuel users’ report and payment 
due. 

Distributors’ gasoline tax 
payment due. 

Fuel sold for use on vessels tax due. 

Gas _ and oil severance tax report and 
payment due (last day). 


report 


report and 


MINNESOTA 
March 1 


Income tax information return due. 

Insurance companies’ premiums tax re- 
port due. 

Iron severance operators’ tax report due. 

Personal property tax due. 

Public utilities’ (except railroads) gross 
earnings tax due. 

Railroads’ gross earnings tax semiannual 
installment due. 

Taconite tax report due. 


March 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


March 15—— 


Gift tax return due. 

Income tax return and first installment 
due, 
Interstate 
due. 


March 23 


Distributors’ gasoline 
payment due. 

Special use fuel tax report and payment 
due. 

Tractor fuel sellers’ report due. 


motor carriers’ mileage tax 


tax report and 
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, MISSISSIPPI 
March 1—— 


Domestic insurance companies’ premiums 
tax report and payment due. 


March 5—— 
Factories’ report due. 


March 10—— 
Admissions tax report and payment due. 


March 15—— 

Carriers’ gasoline tax report and payment 
due. 

Income tax information return due. 

Income tax return and first installment 
due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


March 20——— 


Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 


March 25—— 
Oil severance tax and report due. 


MISSOURI 
March 1—— 
Factories’ report due. 
Franchise tax report due. 
Income tax information return due. 


Insurance companies’ premiums tax re- 
port due. 


Intangibles tax return and payment due. 
Sales tax annual report due. 
March 5—— 


Nonintoxicating beer permittees’ report 
due. 


March 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


March 15—— 
Alcoholic beverage sales report due. 
March 25—— 


Use fuel tax report and payment due. 


State Tax Calendar 


March 31—— 


Gasoline distributors’ report and pay- 
ment due. 

Income tax return and first installment 
due. 

Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
March 1 


Corporations’ report of indebtedness due. 

Foreign corporations’ report of capital 
employed due. 

Insurance companies’ premiums tax re-. 
port due. 

Moving picture theatre licenses issued 
and tax due, 

Sleeping car companies’ report due. 

Telegraph, telephone, electric power or 
transmission line, canal, ditch and flume 
companies’ property return due. 

Telephone companies’ tax and report due. 


March 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Income tax information return due. 


March 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
March 31 


Income (corporation license) tax return 
due. 


Insurance companies’ license expires. 


NEBRASKA 
March 1 
Insurance companies’ premiums tax re- 
port due; foreign companies’ payment 
due. 


March 10—— 
Bank share tax report due. 


March 15—— 


Alcoholic beverage manufacturers’ 

wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment 


NEVADA 
March 1—— 
Insurance companies’ (except foreign 
surety) tax return due; foreign life 
and accident companies’ tax due. 
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Property tax quarterly installment due. 
Utilities’ affidavit due. 


March 10—— 
Liquor report by 
due. 


March 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


March 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 

March 31 

Foreign 
due. 


out-of-state vendors 





corporations annual statement 


NEW HAMPSHIRE 
March 1 


Insurance companies’ premiums tax re- 
port due. 


March 10—— 


Manufacturers’ and wholesalers’ alco- 
holic beverages report due; wholesalers’ 
payment due. 


March 15—— 


Personal income tax return due. 
Use fuel tax report and payment due. 


March 31 


Motor carriers’ registration and fee due. 
Motor fuel report and tax due. 
Motor vehicle registration and fee due. 








NEW JERSEY 





March 1 
Insurance companies’ (except marine) re- 
port due. 
Railroad companies’ property tax report 
due. 
March 10—— 


Busses (interstate) report and excise tax 
due, 


Jitneys (municipal) gross receipts report 
and tax due. 
March 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


March 25—— 


Busses (municipal) gross receipts report 
and tax due. 
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March 30—— 





_s 
Carriers’ gasoline tax report due. 
March 31 
Distributors’ gasoline report and pay- 


ment due. 


NEW MEXICO 





March 1 
Insurance companies’ premiums tax re- 
port and payment due. 
Property tax return due (last day). 


Railroads’ gross earnings tax on private 
car lines due. 


March 2—— 

Motor vehicles’ registration fee due. 
March 15—— 

Franchise tax report due. 

Occupational gross income tax report 


and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


March 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


March 25—— 
Gasoline tax report and payment due. 


Use or compensating report and pay- 
ment due. 


NEW YORK 
March 1 


Insurance companies’ annual premiums 
report due, 





Real estate and cooperative agricultural 
corporations’ franchise tax report and 
payment due. 


Transport and transmission companies’ 
primary tax report and payment due 
(last day). 

March 20 


Alcoholic beverage tax and report due. 


March 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 





Public utility additional tax and return 
due. 


March 31 
Gasoline tax report and payment due. 








NORTH CAROLINA 
March 1—— 


Firemen’s Relief Fund Tax report due. 
Freight car lines tax report and payment 
due. 


March 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 


wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


March 15—— 


Firemen’s Relief Fund Tax due (last day). 

Gift tax report and payment due. 

income tax return, information return 
and first installment due. 

Information return by corporations for 
intangibles tax purposes due. 

Insurance companies’ gross premiums re- 
port and tax due, 

Intangible personal property report and 
tax due. 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 


March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 
March 31 
Railroad companies’ utility tax report due. 


report 


NORTH DAKOTA 
March 1 


Car line, express and air transportation 
property tax due (last day). 
Insurance companies’ premiums tax re- 
port and payment due. 
Mineral rights excise tax 
installment delinquent. 
Personal property tax delinquent. 
Real property tax semiannual installment 
delinquent. 
Rural electric cooperatives’ tax delinquent. 
March 10—— 
Cigarette distributors’ report due. 
March 15—— 
Banks’ and trust companies’ income tax 
return due. 
seer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax return, information return 


and first installment due. 
Interstate motor carriers’ tax due. 


March 25—— 
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OHIO 
March 1 
Foreign insurance companies’ premiums 
tax first installment due. 
Insurance companies’ premiums tax re- 
port due (last day). 
Utilities’ (except sleeping car, freight line 
and equipment corporations) return due. 


Second Monday 


Bank share tax report due. 

Dealers in intangibles, report due. 

Financial institutions’ report of deposits 
due (last day). 


March 10—— 


Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


March 15—— 
Cigarette use tax and report due. 


March 20—— 
Dealers’ gasoline tax report due. 


March 30—— 
Carriers’ gasoline tax report due. 


March 31 


Foreign corporations’ 
due, 

Franchise tax report due (last day). 

Gasoline tax due. 

Grain-handling tax semiannual installment 
due, 

Intangible and tangible personal property 
tax, semiannual installment due. 

Property tax return due (last day). 


annual statement 


OKLAHOMA 
March 1 


Annual labor report due. 


March 5—— 


Operators’ report of mines other than 
coal due. 


March 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


March 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Gift tax and return due. 
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Income tax return and first installment 
due. 

Intangible personal property list due 
(last day). 

Personal property tax return due. 

Railroads’ and public service companies’ 
return due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


March 20—— 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


March 31 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
March 1 


Insurance companies’ premiums tax re- 
port due. 

Property tax return delinquent after this 
date. 


March 10—— 
Oil production tax report and payment 
due. 
March 15—— 


Class I railroad, Class A electric and 
telephone, telegraph and sleeping car 
companies’ property tax return due. 


March 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


March 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
March 10—— 


Importers of spirituous 
liquors, report due. 
Malt beverage report due. 


March 15—— 


Capital stock tax return and payment 
due. 


Corporate loan tax return and payment 
due. 


and vinous 


Corporation bonus report and payment 
due, 

Employers’ return of tax withheld at the 
source under Philadelphia income tax 
due. 

Franchise companies’ premiums tax report 
and payment due. 

Franchise tax report and payment due. 

Manufacturers’ alcoholic beverage tax 
report and payment due. 

Philadelphia income tax return and first 
installment due. 

Philadelphia, Pittsburgh mercantile _li- 
cense tax return and payment due. 


March 31 
Gasoline tax report and payment due. 


RHODE ISLAND 
March 10—— 


Manufacturers’ alcoholic beverage report 
due. 


March 15—— 
Gasoline tax report and payment due. 


March 20—— 
Sales and use tax return and payment due. 


March 31 
Motor vehicle registration fee due. 


SOUTH CAROLINA 
March 1 


Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 

Fire insurance companies’ premiums tax 
report and payment due. 

Personal property tax return due. 


March 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ report 
and additional tax due. 

Power tax return and payment due 
(last day). 


March 15—— 


Income tax return, information return 
and first installment due. 


March 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
March 1 
Insurance companies’ annual report and 
payment due (last day). 
Motor carriers of passengers, tax due. 
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March 10—— 


Interstate motor carriers’ report and tax 
due. 


March 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. — 

Use fuel tax report and payment due. 


March 20—— 
Passenger mileage tax due. 


March 31—— 
3ank excise income tax return and first 
installment due. 
Dealers’ gasoline tax report due. 
Motor vehicle registration and fee due. 


TENNESSEE 
March 1 


Insurance companies’ premiums tax and 
report due. 


March 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


March 15—— 


Carriers of use fuel, report due. 

Gift tax report and payment due. 

Stocks and bonds income tax return and 
payment due. 

Users of fuel, report due. 


March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 
due. 

Sales and use tax report and payment 
due. 


TEXAS 


March 1 


Insurance companies’ premiums tax re- 
port and payment due. 
Public utilities’ intangibles tax report due. 


March 15—— 
Franchise tax report due (last day). 
Oleomargarine dealers’ report and tax due 
March 20-—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel, 
tax report and payment due. 


State Tax Calendar 


March 25—— 


Carbon black production tax report and 
payment due, 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres, tax report 
and payment due. 


March 30—— 


Oil production tax report and payment 
due. 


UTAH 
March 1 


Insurance companies’ premiums tax re- 
port due. 


March 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


March 15—— 


Excise (income) tax return and first 
installment due. 


‘Individual income tax return and payment 
due. 


Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


March 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


March 31 
Insurance companies’ premiums tax due. 


VERMONT 
March 1 


Annual corporation report due. 


March 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


March 15—— 


Bank income tax report and payment 
due. 


Corporation income tax, or first install- 
ment, and return due. 


Electric light and power companies’ re- 
port and tax due. 


Individual income tax, or first install- 
ment, and return due. 
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March 31 


Foreign corporations’ certificate 
business expires. 


Gasoline tax report and payment due. 
Motor vehicle registration and fee due. 


to do 


VIRGINIA 
March 1 


Certified motor carriers’ property tax re- 
turn due. 


Corporations’ annual registration fee due. 
Franchise tax due. 


Insurance companies’ premiums tax re- 
turn due. 


March 10—— 


3eer dealers’, bottlers’ and manufacturers’ 
report due. 


March 15—— 


Gift tax and return due. 


March 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 
March 31 


Gasoline tax report and payment due. 


WASHINGTON 
March 1 


Insurance gross premiums tax due. 
March 10—— 
3rewers and manufacturers of malt pro- 


ducts, report due. 


March 15—— 


Sutter 
due. 


substitutes report and payment 


Cigarette wholesalers’ 
shipments due. 


report of drop 


Gift tax and return due. 


Gross income tax return and payment due. 


Public utilities’ gross operating tax report 
and payment due. 


Public utilities’ property tax return due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
March 20—— 


Use fuel tax report and payment due. 
March 25—— 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 
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WEST VIRGINIA 
March 1 
Insurance companies’ premiums tax report 
and payment due. 


March 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


March 15—— 
Cigarette use tax report and payment 
due, 
Sales tax report and payment due. 


March 30—— 
Gasoline tax report and payment due. 


WISCONSIN 
March 1 

Electric cooperative associations’ tax re- 
port due. 

Insurance companies’ premiums tax re- 
port and payment due. 

Telephone companies’ gross receipts re- 
port and tax due. 


March 10—— 


Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 


March 15—— 
Income tax return, information 
and first installment due. 
Privilege dividend tax report and payment 
for corporations on calendar year basis 
due. 
March 20—— 


Gasoline tax report and payment due. 


return 


WYOMING 
March 1 
Express companies’ 
report due. 
Insurance companies’ premiums tax re- 
port due (last day). 
Mileage statement of car companies due. 
Mileage statement of railroads due. 


March 10—— 
Carriers’ gasoline tax report due. 
March 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 


March 30—— 


Insurance companies’ premiums tax due 
(last day). 


gross receipts tax 
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March 10—— 


I.mployers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


March 15—— 


Income tax returns due for calendar year 
1947. Forms 1040, W-2, 1141, 1120. 
Partnership return due for year ended 

December 31. Form 1065. 
Due date of final return of decedents who 
died in 1947. Forms 1040, W-2. 


Declaration of 1948 estimated tax by indi- 
viduals (except farmers) and payment 
of one quarter of such tax due where 
requirements for filing were met on or 


before March 1. Form 1040-ES. 


Last day to file gift tax return and to pay 
tax if gift of more than $3,000 was made 
in calendar year 1947 to any one person. 
Form 709. 


Due date for annual return of tax with- 


held under Code Sections 143 and 144. 
Form 1013. 


Return of stamp account by _ brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending September 30 in the case 
of (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations 
which transact their business and keep 
their records and books of accounts 


Federal Tax Calendar 


abroad; (4) domestic corporations 
whose principal income is from sources 
within the possessions of the United 
States; and (5) American citizens re- 
siding or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
Forms: (1), Form 1065; (2)-(4), Forms 
1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
October 31 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


March 31 


Returns for excise taxes due for February. 
Forms 726, 727, 728, 728(a), 729, 932. 
Last day for calendar year taxpayer to file 


application to change accounting method 
for 1948. 
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